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THE UNITED STATES STEEL CORPORATION 
AND PRICE STABILIZATION 


SUMMARY 


Price policy of the Steel Corporation has been conservative, 2. — 
The Corporation has no monopoly, 5. — Prices of “finished steel” be- 
fore and after the organization of the Steel Corporation and before and 
after the outbreak of the World War, 10. — Extreme fluctuations in the 
prices of “finished steel” much less during the years 1902 to 1914 than 
during the periods preceding the formation of the Corporation and after 
1915, 14. — Prices of steel billets after the middle eighties show a sim- 
ilar lessening in fluctuations during the years 1902 to 1914, 17. — 
Prices of steel rails show a pronounced stabilizing influence after the 
formation of the Steel Corporation, 21. — Influence of pools and asso- 
ciations, and contrast in price movements between billets and rails, 22. 
— Results of price comparisons show that prior to the World War fluc- 
tuations were greatly reduced after the organization of the Steel Cor- 
poration, but with the exception of rail quotations, were again increased 
under the strain of war conditions, 23. — Question of monopoly and 
price stabilization, 29. 


OveER two decades have elapsed since the formation 
of the United States Steel Corporation. During this 
period the salient features of its industrial and financial 
policies with respect to the public, its shareholders, com- 
petitors, and employees have become apparent. It is 
now possible to state with some degree of assurance 
what those policies are, and to make some estimate of 
the success they have attained. Of these policies none 

1 














2 





QUARTERLY JOURNAL OF ECONOMICS 


have greater public interest than the aims and achieve- 
ments of the Corporation in influencing the prices of the 
wares it sells. 

This influence may be discussed, first, with reference 
to professed aims or purposes; second, with reference to 
the possible power over prices as shown by the propor- 
tionate control exercised over the country’s output; 
third, with reference to the general trend of prices since 
the organization of the Corporation as compared with 
prices prior to its formation; and, fourth, with reference 
to the deductions to be drawn from the data available. 
Regarding all these phases some reserve must be main- 
tained in drawing conclusions. The professed purpose of 
the Corporation respecting prices may be voiced by such 
an official as Judge Gary, and comparison may be made 
with the actual practices of the organization. But as 
will appear in the following pages, various factors make 
necessary considerable caution in any attempted state- 
ment of price policy and influence. 

Shortly after the Steel Corporation was organized, its 
price policy was characterized as conservative. While 
some prices were raised ' there was no general and pro- 
nounced upward movement in steel quotations such as 
had characterized the formation of the steel consolida- 
tions of the late nineties. Monopolistic intentions were 
disavowed, and the two years immediately following the 
organization of the big corporation, which were highly 
prosperous, were signallized by price levels considerably 
below those of the years 1899 and 1900. On the other 
hand, the prices which prevailed during the depression 
of the fall months of 1903 and of the year 1904 were 
marked by no such reductions as had characterized the 

1, The price of steel rails, for example, which had been quoted at $35 per gross ton 
in July, 1900, declined to $26 before the close of the year. In the spring of 1901, when 


the Steel Corporation was formed, the price was raised to $28, where it remained for a 
number of years. 
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years 1897 and 1898. In 1912 the Iron Age expressed a 
commonly held opinion in the steel business when it 
said, ‘‘It is no indictment of the consolidations ? to say 
that, since they came into the iron trade, prices have not 
gone back to the level of 1897 and 1898, tho in fact they 
came perilously near it last November. The prices of 
1897 and 1898 were calamitous, and consumers of iron 
and steel want no return of them. On the other hand, 
the trade has not wanted and has not had any return of 
the high peaks of the curves for 1899 that give that year 
its marked isolation on the price chart.”’ * 

The practice of the Steel Corporation after its forma- 
tion, and the declarations of such trade authorities as 
the Iron Age, indicate a purpose on the part of its offi- 
cials to stabilize prices. Combinations usually show 
their price policies after their formation, if business con- 
ditions are favorable; and such conditions existed when 
the Steel Corporation was organized. At the time of the 
formation of this consolidation the London Engineer 
voiced a sentiment very widespread on both sides of the 
Atlantic when it said: ‘‘ Mr. Morgan and his immediate 
partners can fix the price of iron and steel. They are, for 
the moment at all events, beyond the sphere of compe- 
tition. They can have no competitors in their own coun- 
try. The American consumer is absolutely in the hands 
of the trust. They can have no European competition 
because the tariff defends them.” This dark view of 
monopoly control was, as will be shown, unfounded. 
The conditions, however, in the latter part of 1901 and 
during 1902 were favorable for a radical upward move- 
ment of prices, and if the policy of the Corporation was 


2. The consolidations like the Federal Steel Co., American Tin Plate Co., American 
Steel and Wire Co., etc., formed during the years 1898-1900, and the United States 
Steel Corporation, organized in 1901. 

3. Iron Age, May 16, 1912, p. 1225. This statement of course refers to conditions 
prevailing before the world war. 
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to exact for the time being the highest prices consistent 
with the largest total net return, the opportunity was 
not lacking. Prices during that period advanced, but 
the rise was moderate compared with similar periods of 
the recent past. 

In an address made some months ago to the stock- 
holders of the United States Steel Corporation, Judge 
Gary stated that if the Corporation could do what it 
would like to do it would always demand and receive 
fair prices for what it produces, and never let prices go 
so high as to be extortionate. He said that the Corpora- 
tion never tried to get into a position where it could ask 
more or pay less than was considered fair.‘ Standing by 
itself, such a declaration in behalf of a policy of fair 
prices would mean little or nothing. Taken in connec- 
tion with what happened in the years immediately fol- 
lowing the organization of the Steel Corporation, and 
what has apparently been the practice of the steel trade 
since that time, and particularly of the Corporation it- 
self, the sentiment expressed indicates a well-defined 
conservative policy with respect to price changes. 

Such a policy in the manufacture of iron and steel is 
consistent with farsighted business. Alternating periods 
of prosperity and depression act with great force upon 
this industry, and make some stabilization of trade pe- 
culiarly desirable from the standpoint of producers. 
The demand for iron and steel varies, not according to 
the pressing needs of the consuming public, but accord- 
ing to changes in the development of new enterprises. 
These changes are associated with variations in the 
spirit of investment. In so-called good or brisk times 
new enterprises of all sorts are freely launched. In suc- 
ceeding periods of dullness few ventures are entered 
upon. Investment and fresh ventures imply the erec- 


4. New York Times, April 17, 1923, p. 5. 
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tion of plants, demand for structural material, rails and 
cars, and increased use of tools and machines. These in 
turn mean iron and steel. 

The stabilization of iron and steel prices, by rendering 
less hasty the purchases of material on a rising market 
and reducing the tendency to postpone purchases on a 
falling market, helps to limit the fluctuation of trade. 
The desire to lessen these fluctuations has been a leading 
incentive to the formation of consolidations in general, 
and has been especially urgent in the iron and steel in- 
dustry. The necessity of opening up and shutting down 
mills and furnaces with varying periods of demand, 
causes much waste. The mechanical waste involved is 
sufficient to increase very materially the cost of produc- 
tion. For the development of a large and well-estab- 
lished iron and steel business, price stabilization would 
therefore be a natural and farsighted policy. 

The carrying-out of such a policy, however, on the 
part of any business organization depends upon the 
control or influence which it has, or can exercise, over 
production. Price regulation, if at all permanent and 
influential, implies ability to limit or increase output to 
an extent sufficient to have an appreciable effect upon 
the available market supply. Such ability generally 
means some monopoly power, but such power is dis- 
claimed by the United States Steel Corporation. Never- 
theless a great combination is organized primarily to 
regulate or restrict competition and, therefore, produc- 
tion. The object of such a consolidation is not so much 
a better adaptation to market conditions as control of 
those conditions. 

Notwithstanding the commanding position of the 
Steel Corporation among industrial combinations, it 
has by no means secured control of the country’s output 
of iron and steel. During the first six years of its exist- 
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ence it produced less than forty-five per cent of the 
country’s iron ore and pig iron, controlled less than 
sixty-five per cent of its steel ingots, and manufactured 
only about half of its rolled and finished material.® 
These proportions have altered slightly during the two 
decades of the Corporation’s history, but not materially. 
The proportion of the country’s output of iron and steel 
controlled by this consolidation, and the general trend 
of that control, may be indicated by tabulating the per- 
centages of total product for three pre-war years and 
three post-war years, as follows.® 


PERCENTAGES OF CouNtTRY’s OuTpuT oF IRON AND STEEL PRODUCED BY 
U.S. Stee, Corporation 
Pre-wak YEARS Post-wak YEARS 


1911 1912 1913 1919 1920 1921 


(%) ( (%) (%) (%) (%) 
Shipment of iron ore from Lake e %) % ‘ , 


t. ior region ........... 54.3 50.46 50.46 46.20 41.83 62.43 
production of iron ore .. 45.4 47.92 46.37 41.70 39.97 56.08 
Production SGD kceked-osee 31.1 38.01 35.99 34.52 31.24 38.56 


Spiegeleisen and ferromanga- 
CItN eee Kew ees Sed S60 76.3 80.82 80.38 56.87 44.19 81.38 





nese 
Pigiron and ferrosilicon ..... . 45.2 47.47 45.21 43.86 39.30 51.72 
Total pigiron and ferro-alloys . 45.4 47.72 45.47 43.97 39.36 52.00 
Steel ingots and castings .... . 53.9 54.08 53.21 49.61 45.75 55.43 
DR Gc ecnnsicvecsscas 56.1 56.27 55.51 61.96 58.09 68.19 
Structural shapes ........... 47.0 49.83 54.03 43.77 43.86 47.52 
Plates and sheets, including 
mt — yee for tinning ..... 45.7 50.37 49.13 44.30 39.82 46.56 
\ . 2M Lie 64.7 63.20 58.44 55.42 56.03 55.06 
Merchant bars, skelp, nail- 
plate and other finished 
rolled products............ 35.1 40.56 39.93 38.69 35.94 45.83 
Total finished rolled materials) 45.7 48.52 47.81 44.60 41.60 50.46 
IEE dink cae kane esos 51.4 49.30 44.55 51.86 53.98 48.07 


Tin plates and terne plates ... 60.7 60.37 58.64 48.44 45.11 48.87 

The proportions for iron ore, coke, and pig iron aver- 
age nearly the same for the three post-war years as for 
the three pre-war years cited, and in no case are they 
large enough to constitute monopoly control. The large 


5. The writer di this subject in his graph on The United States Steel 





Corporation, pp. 152-172. 
6. Annual Statistical Reports of the American Iron and Steel Institute for the years 
indicated beginning with 1912. 
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percentages of spiegeleisen and ferromanganese for the 
three pre-war years and for 1921 are due to the fact 
that these ferro-alloys during peace times have been pro- 
duced in the United States mainly by the Steel Corpora- 
tion. During the years 1919 and 1920 many indepen- 
dent concerns which had been induced by high prices to 
enter this branch of manufacture were still active, but 
were eventually forced out of business by the depression 
which set in during the latter part of 1920.’ 

In respect to steel, the percentages for ingots and 
castings average slightly less in the second of the two 
periods considered than in the first, tho slightly larger 
for the year 1921 than for any one of the other years 
tabulated. In none of these years is the percentage of 
the country’s output of crude steel as large as in the first 
few years of the Corporation’s existence, when the pro- 
portion was over sixty per cent. In finished steel ma- 
terial the post-war years show on the whole a somewhat 
smaller proportionate output on the part of the Steel 
Corporation than the pre-war years, the average for 
each of the three-year periods being less than fifty per 
cent. Within this general group of steel products com- 
monly designated as ‘‘finished,’”’ there are some notice- 
able changes in percentages of output. There have been 
appreciable increases in the cases of steel rails and wire 
nails, and noticeable declines in those of structural 
shapes, wire rods, plates and sheets, and tin and terne 
plate. In none of the important branches of steel manu- 
facture, however, have the changes been sufficiently 
great to give the Corporation a radically greater or less 
power over prices. 

Whatever influence the Steel Corporation has thus 
far exercised over prices has not been due to any monop- 


7. U. 8. Tariff Commission Survey, C-1. The amount of these manganese alloys 
used in ordinary steel manufacture is small and adds little to the cost. In ordinary 
“soft ’’ steel the amount of ferromanganese added to the molten metal is about 16 or 
17 pounds to the long ton of steel. 
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olization of the sources or agencies of supply — raw, 
crude, or finished.* The United States Steel Corpora- 
tion is not a monopoly. To say, however, that no one 
consolidation controls the iron and steel industry of the 
country is not to say that the situation is free from in- 
fluence by combinations or understandings, express or 
implied: In the early development of the steel industry 
of this country, prices were often fixed by pools and 
associations; and in later times, even after the organiza- 
tion of the Steel Corporation, price understandings seem 
to have been common. Owing to the hostile attitude of 
public opinion toward pools and price agreements, and 
the more rigid enforcement of anti-trust laws, the older 
associations of this character were formally discontin- 
ued. Avowed understandings, and even appearances of 
understandings, regarding prices no longer exist.° 

The question arises: can an organization like the 
Steel Corporation, controlling approximately half the 
country’s output of the products it sells, and acting in- 
dependently, at least outwardly, of other concerns in its 
general price policy, so influence market conditions that 
the trend or course of quoted prices will show effects not 
apparent before its formation? In other words, can an 
industrial unit, not a monopoly and disavowing all 
ambitions of monopoly control, appreciably shape the 
market situation? With these questions are bound up 
the influences of former associations and understand- 
ings, and the industrial and financial prestige of the 
Steel Corporation, which leads independent producers 
to follow, at least in ordinary times, the price policy of 
the larger combination. 


8. At the time of its organization the Steel Corporation did enjoy a monopoly in 
certain lines of wire goods by virtue of patent rights. See First Annual Report. This 
monopoly, however, covered but a small proportion of the company’s trade. 

9. The f: “Gary di ” which were interpreted in many quarters as meet- 
ings for fixing prices, were abandoned several years ago. During the World War, prices 
were fixed under governmental supervision from September, 1917, to November, 1918. 
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A study of the price policy of the Steel Corporation 
necessitates a comparison of prices before and since its 
organization. As has already been indicated, such a 
comparison is complicated by changes in general price 
levels during the last three or four decades, and particu- 
larly since the outbreak of the World War in 1914, and 
by the incomplete and otherwise inadequate quotations 
during the years preceding the organization of the great 
steel trusts of the Middle West in the late nineties. On 
account of these complications any comparison embrac- 
ing more than the published quotations on a few articles 
during the period before the formation of the Steel Cor- 
poration will have to be limited to the years 1898-1901 ;! 
and since 1901 the years preceding the outbreak of the 
World War will have to be separated from those includ- 
ing and following that conflict. Even with this segrega- 
tion it must be remembered that the first of these periods 
was characterized by a rapid revival from the long and 
severe industrial depression of the middle nineties, which 
accounts in part for the wide fluctuations in the iron and 
steel prices of those years and the high levels attained 
during part of that time. In the third period, too, war 
conditions not only brought about increased prices for 
most commodities, but caused marked fluctuations in 
general price levels. Comparisons must therefore be 
made with considerable caution, especially when in- 
tended as a gauge of the influence of the Steel Corpora- 
tion. 

As has already been observed, the formation of the 
big steel combination was unaccompanied by any pro- 
nounced attempt to raise prices. In fact, the period of 
its existence before the World War began to make its 


1. Weekly quotations in the Iron Age are published regularly after the fall of 1897. 
Prior to that time reports are made of sales at certain times, but these reports are not 
regular, and when made, are often indefinite. It is frequently stated in these reports 
that manufacturers and dealers are demanding certain prices but that no sales are made 
at these prices. 
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influence felt on American market conditions, was one of 
moderate price levels for ordinary steel products, with 
a tendency to fall rather than rise. The general price 
movement in the period from the beginning of 1898 to 
the close of 1914 may be indicated by taking the average 
prices per pound of what is commonly designated in the 
steel trade as ‘‘finished steel,’ including steel bars, 
beams, tank plate, plain wire, rails, blackpipe, and 
black sheets, for the years immediately preceding the 
formation of the United States Steel Corporation and 
for the years following, and also for the years 1902 to 
1904, inclusive, as compared with the corresponding 
years a decade later, as follows:? 


AVERAGE PRICE OF FINISHED STEEL BEFORE AND AFTER THE ORGANIZA- 
TION OF THE STEEL CORPORATION AND DURING THE EARLIER AND LATER 
Years Prior TO THE WorRLD WAR 





Years General average 
(cents per pound) 
SRT a Pe Pas oe a age eee 1.92 
a ie ra IS ig cain wrerae 1.72 
ELE ee 1.877 
ESE eee 1.542 


It will be observed that these averages, which include 
some of the principal steel manufactures, show an ap- 
preciably lower level of prices for the years of the Cor- 
poration’s existence prior to the outbreak of the World 
War than for the years 1898-1901. It should be said, 
however, that a comparison which included the years 
from 1893 to 1897 in the period before the formation of 
the Steel Corporation, would materially reduce the price 
average for the earlier interval. Owing to the absence 
of necessary quotations, these years cannot be included. 

2. Figures compiled from numbers of the Iron Age in the period from 1898 to 1901, 
and from the tabulation of prices for finished steel in the Iron Age tor January 4, 1923, 
p. 70. A slight change is made in the commodities, which does not materially affect the 


price averages. Thus Bessemer rails are substituted for the open-hearth rails in the case 
of the earlier period. 
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The figures presented, however, warrant the conclusion 
that the organization of the great steel consolidation 
was not followed by any marked upward movement in 
prices. It may be even further said that in a period of 
slowly rising commodity prices * the general movement 
of steel prices was slightly downward. 

The years following 1914 were marked by extraordi- 
nary price advances, and steel products showed a similar 
trend. An average per pound of finished steel, computed 
for the years 1915 to 1922, inclusive, in the same manner 
as for the years 1898-1901 and 1902-1914, shows a price 
of 2.934 cents, or an increase of nearly 53 per cent over 
the average of the first of our three periods, and more 
than 70 per cent over the average of the second. Com- 
pared with commodity prices in general, this increase was 
by no means phenomenal. In the case of iron and steel, 
however, the highest point was reached in July, 1917, 
when the war demands upon the steel resources of the 
nation were exceptionally urgent compared to the ca- 
pacity for immediate fulfillment. The price-fixing policy 
too, which was adopted two months later, checked the 
upward movement and in a measure reduced price levels 
in the steel industry for the remaining period of the war. 
General wholesale prices, however, with some fluctua- 
tions, continued to advance until May, 1920, when 
general commodity prices were 172 per cent above the 
level of 1913.4 

So far as general price levels are concerned, the policy 
and influence of the Steel Corporation thus far seem to 
have been in the direction of moderation. At any rate, 


3. The figures of the Bureau of Labor Statistics show an advance in the index 
number for wholesale prices from 113 in 1902 to 134 in 1914, unweighted, or from 109 
to 136, weighted (average prices in 1890-1899 = 100). Report on Wholesale Prices 
1890 to 1914, No. 181, p. 116. 

4. Monthly Labor Review of the Bureau of Labor Statistics. The index number for 
wholesale prices in May, 1920, is given in the Review as 272, the average prices in 1913 
being 100. 
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no tendency toward excessive or extortionate prices re- 
sulted from the establishment of the Steel Corporation. 
Broadly speaking, steel prices for a considerable time 
after 1901 lagged behind the advance of commodity 
prices in general; and barring the exceptional conditions 
imposed upon the steel trade during the first seven or 
eight months of 1917, the upward movement of prices 
resulting from the World War was less pronounced than 
in the case of commodities generally.® 

The stabilization of the steel trade has been one of the 
most important ends sought by the organization of steel 
consolidations; and how far this end has been effected is 
the most interesting phase of our study. The results of 
such a study may be presented in several ways. The 
average departure or “‘dispersion”’ of a series of weekly 
or monthly quotations from an annual average or an 
average for a series of years, would indicate the normal 
fluctuations for the period considered. Such an average, 
however, does not show extreme fluctuations, which for 
our purpose are more significant; and in any consider- 
able period of general price changes it is likely to exag- 
gerate even normal fluctuations. Single quotations 
representing extreme fluctuations, on the other hand, 
may be used as a basis of comparison with annual aver- 
ages or averages for certain periods of time. But such 
quotations when standing alone are often the prices for 
one or a few unimportant transactions, and occasionally 
for no transaction at all. In order, therefore, to show 


5. Even in 1917 the quoted prices for steel rails remained fixed at $38 per ton for 
the Bessemer product and $40 per ton for the open-hearth, when billets had advanced 
to $100 per ton and Bessemer pig iron to $57.45 per ton in July of that year. These 
relatively low prices or steel rails are commonly, and probably correctly, ascribed to 
the influence of the Steel Corporation. It is true that premiums were usually offered for 
prompt delivery; but the quoted prices were, none the less, real prices for those whose 
needs were not immediate. 

6. Even where the normal average for the period varies with general broad price 
movements, and can be plotted on a price chart as an ascending or descending line or 
curve, the average degree of price fluctuation is not always exact. In the case of steel 
prices it would be difficult to draw. 
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with some degree of precision the actual ranges in the 
fluctuations of steel prices in different periods, annual 
averages and the highest and lowest monthly averages 
have been computed and compared with the average 
price for each period selected, and the percentage of 
greatest variation from this periodic average or mean 
has been indicated. 

The steel products chosen for comparison constitute 
the group designated above as “‘finished steel,”’ and the 
average quotation per pound is used as the price unit. 
In addition to this, figures have been secured com- 
plete enough to indicate monthly variations’ in the 
prices of steel billets as far back as 1886, and of steel 
rails to 1880.8 The periods selected in each case for the 
determination of the range of extreme monthly and 
annual variations are the years before and including 
1901, showing price fluctuations before and at the time 
of the formation of the Steel Corporation; the period 
from 1902 to 1914, inclusive, embracing the pre-war 
time of the Corporation’s influence; and the epoch be- 
ginning with 1915 and continuing through 1922, when 
price levels were disturbed by war and post-war con- 
ditions. 

A comparison, showing the highest and lowest annual 
and monthly averages and the mean for each of the 
periods above designated, and also the average of the 
highest and lowest monthly quotation for each year in 
the case of finished steel, is made in the following table.° 


7. For some months in the middle nineties averages had to be estimated by consult- 
ing various price charts published in the Iron Age, as several months would elapse when 
no quotations were given. Annual averages are published by the American Iron and 
Steel Institute extending far into the eighties and even earlier. 

8. Quotations on steel rails extend as far back in the United States as the late 
sixties altho rather fragmentary and uncertain before 1880. During the eighties the 
substitution of steel for iron rails proceeded with great rapidity. The prices had also 
been sufficiently reduced to make the substitution economical. 

9. The figures from which these averages are compiled are the monthly quotations 
tabulated in the Iron Age of January 4, 1923, p. 70 or the years 1902 to 1922, inclusive, 
and in separate numbers of the Iron Age for the years preceding 1902. 
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CoMPARISON OF EXTREME ANNUAL AND MONTHLY VARIATIONS IN THE 


Prices oF FINISHED STEEL FOR THREE PERIODS 


Average price Highest annual Lowest annual Per cent of 


Period for period average average greatest var- 
(cents per lb.) (cents per Ib.) (cents perlb.) iation from 
periodic mean 
1898-1901 .... 1.92 2.23 1.32 31.3 
1902-1914 .... 1.724 2.057 1.434 19.3 
1915-1922 .... 2.934 4.188 1.534 47.7 
Highest monthly Lowest monthly 
average average 
(cents per Ib.) (cents per Ib.) 
1898-1901 .... 1.92 2.63 1.29 37.0 
1902-1914 .... 1.724 2.136 1.366 23.9 
1915-1922 .... 2.934 5.334 1.383 81.8 


Average of high- Average of lowest 
est monthly prices monthly prices 


for each year for each year 

(cents per lb.) (cents per Ib.) 
1898-1901 .... 1.92 2.23 1.59 17.2 
1902-1914 .... 1.724 1.810 1.633 5.3 
1915-1922 .... 2.934 3.37 2.565 14.9 


In the figures tabulated it is noticeable that the per- 
centages of greatest annual and monthly fluctuation 
from the mean of the periods considered, are much less 
for the years 1902 to 1914 than for the four years before 
and during the formation of the Steel Corporation. In 
the years 1898-1901 the percentages of greatest annual 
and monthly variations from the mean of the period 
were 31.3 and 37.0, while the corresponding figures for 
the years 1902-1914 were 19.3 and 23.9. If an average is 
made of the highest and lowest monthly quotations for 
each year and a corresponding percentage is figured of 
the greatest variation from the means of the two periods 
considered, the difference is still more marked. In the 
first of our periods the average of the greatest monthly 
deviations from the mean amounted to 17.2 per cent, 
while that of the second was only 5.3 per cent. 

These figures show that, after the organization of the 
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United States Steel Corporation and prior to the out- 
break of the the World War, there was a pronounced 
reduction in extreme fluctuations of prices. Both the 
annual and monthly averages tended to approach more 
closely to a mean or norm. Fluctuations in prices con- 
tinued, and in such years as 1902 and 1914, which re- 
present high and low tides in the prosperity of the steel 
business during the pre-war period of the Corporation’s 
existence, these deviations from the mean of the period 
were considerable. However, both extremes and the 
average of the extremes for each year were much less. 

After steel prices began to feel the effects of war con- 
ditions in 1915, fluctuations became greater than in 
either of the two earlier periods. The percentages of 
greatest annual and monthly variations from the mean 
of the period included in the years 1915-1922 were 47.7 
and 81.8, respectively. The rapidly rising prices begin- 
ning with the last half of 1915 and continuing till July, 
1917, make this period one of extreme fluctuation. In 
the readjustments following the cessation of hostilities 
in 1918 there have been marked changes in general price 
levels, which have been reflected in steel quotations. 
There has been, therefore, little approximation to any 
stabilization of prices characteristic of the second of our 
periods. Measured by extreme annual and monthly 
variation from a mean for the entire eight years, the 
percentages of deviation are greater than in the first 
and second periods. An average, however, of the highest 
monthly prices in each of these years and a correspond- 
ing average of the lowest prices, show a somewhat smaller 
percentage of extreme deviation from the periodic mean 
than do the similar figures for the first of our three time- 
divisions, but much greater than for the second. One 
important factor in the reduction of the average of ex- 
treme variations for this period, was the price-fixing 
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policy which prevailed during the last three months of 
1917 and most of the following year. For some fourteen 
or fifteen months, therefore, fluctuations in the prices of 
the articles included in “‘finished steel” were almost 
eliminated. 

If instead of using a mean for each of our three periods, 
the average price per pound of steel for each year is 
made the basis of comparison for determining the ex- 
treme range of monthly prices, the results are somewhat 
different. They show comparatively small ranges in the 
extreme monthly deviations for the second of our 
periods. The extreme variations in the third period, 
while still great, are materially less than in the case of 
the deviations from the periodic means shown above. 
The results of this comparison may be indicated as 
follows: 


PERCENTAGES SHOWING GREATEST MONTHLY VARIATIONS FROM 
ANNUAL PricE AVERAGES OF FINISHED STEEL 


Per cent of greatest Average per cent of 
Period monthly variation greatest monthly vari- 
from annual average ation from annual 
average 


SS eer 34.8 16.1 
Ls galvios ienaswacac gt 12.8 6.5 
RTE cicinrs's Seeckisersets 27.4 16.6 


Comparing these figures with those in the table above, 
it will be observed that during the years 1898-1901 the 
percentage of greatest monthly variation from the 
annual average, as compared with the periodic mean, 
is only slightly reduced — from 37 to 34.8 per cent. 
During the second period, however, the corresponding 
reduction is from 23.9 to 12.8 per cent, and during the 
third it is still more pronounced — from 81.8 to 27.4 
per cent. This change is accounted for in part by chang- 
ing price levels. In the second period the prices of sev- 
eral articles averaged perceptibly lower in the years for 
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1911 to 1914, inclusive, than in the years prior to the 
panic of 1907. The mean for the period was therefore 
relatively low for the earlier years and high for the later 
years, tending to accentuate the variations at the be- 
ginning and end of the interval. In the third period the 
fluctuations were pronounced when measured by devi- 
ation from a mean or norm for the whole eight years. 
For very obvious reasons in a time of rapidly changing 
commodity prices, the extreme monthly deviations from 
an annual average would tend to be much less than from 
a mean for a period covering the greater part of a decade. 
At the same time, it is worthy of note that the average 
of the extreme fluctuations is appreciably greater with 
the annual average used as the norm than with the 
periodic mean in the second and third periods. 

The figures for finished steel cover a large part of the 
leading products of the trade. Unfortunately, quota- 
tions prior to 1898 are fragmentary for most of the com- 
modities included, and far from precise.!_ The first of 
our three periods is thus limited to four years, and years 
charactcrized by a pronounced revival from a long- 
continued depression. The question arises: would a 
longer span of years, covering a decade or more, show 
on the average as great deviations from the mean of the 
period as the shorter interval, and as marked a differ- 
ence from the average range of fluctuation in the second 
period? 

Monthly quotations on steel billets and steel rails are 
sufficiently complete to enable one to determine the gen- 
eral price trend and fluctuations on these commodities 
as far back as the middle or early eighties. As these 
products constituted at the time a very large proportion 

1. In some instances quotations appearing in the Iron Age cover iron as well as 
steel. Thus, prior to 1896 iron bars are quoted in place of steel bars, in several instances. 


Prices are also given very generally in such a way that anything like a precise or approxi- 
mate quotation is impossible. 
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of the country’s total output of rolled steel,’ their prices 
are as significant for the time as those for the group in- 
cluded in ‘‘finished steel.’”’ Furthermore, steel billets 
are produced by a relatively large number of manu- 
facturers and enter into the production of a number of 
finished -articles, being therefore especially sensitive to 
market demands; whereas steel rails, being made in 
appreciable quantities in only a very limited number 
of works, serve almost entirely one business and are 
therefore more directly influenced by a conscious and 
definite price policy. A comparison of the extreme price 
fluctuations of the period before and during the organ- 
ization of the United States Steel Corporation with 
those of the pre-war and war and post-war periods of 
the Corporation’s existence, in the cases of these two 
products, will serve to bring out more clearly than our 
earlier comparison the power and influence of the great 
steel consolidation. Following the method of our earlier 
comparison of the prices of finished steel, the results may 
be tabulated as follows: 


2. In the period before the organization of the Corporation, the manufacture of rails 
may be said to have constituted the backbone of the steel industry. Of the total rolled 
output the proportion of rails ranged in most years from 20 to 40 per cent of the total, 
and far exceeded that of any other one group. In late years the production of steel rails 
has amounted to only about 10 per cent of the total rolled output. The proportionate 
output of plates and sheets, and in some years structural shapes, is much larger. 
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CoMPARISON OF ExTREME ANNUAL AND MONTHLY VARIATIONS 
IN THE Prices or STEEL BILLETS AND STANDARD STEEL 
RaAILs FOR THE THREE PERIODS ? 


STEEL BILLETS 
Average Highest annual Lowest annual Per cent 


Period price for average average of greatest 
perio (per gross ton) (per gross ton) variation 
(per gross ton) 
1886-1901 $24.19 $33.00 $15.08 37.7 
1902-1914 25.15 30.32 20.08 20.6 
1915-1922 43.70 70.78 22.44 62.0 
Highest monthly Lowest monthly 
average average 
(per gross ton) (per gross ton) 
1886-1901 $24.19 $38.75 $14.00 60.2 
1902-1914 25.15 32.37 19.00 28.7 
1915-1922 43.70 100.00 19.25 128.8 
Average of Average of 


highest monthly lowest monthly 
price foreach price for each 


year year 
(per grosston) (per gross ton) 


1886-1901 $24.19 $27.99 $20.74 15.7 
1902-1914 25.15 27.25 22.71 9.7 
1915-1922 43.70 53.45 35.41 22.3 


3. The prices for steel billets are those for Pittsburgh, Pa., and for steel rails, 


Pennsylvania mills. 


STEEL RAILS 4 


Average Highest annual Lowest annual Per cent of 
Period price for period average average greatest 
(per gross ton) (per gross ton) (per gross ton) variation 
1880-1901 $32.84 $70.00 $17.62 113.2 
1902-1914 28.00 28.00 28.00 0.0 
1915-1922 43.89 57.00 30.00 31.6 
Highest monthly Lowest monthly 
average average 
(per grosston) (per gross ton) 
1880-1901 $32.84 $85.00 $16.50 158.8 
1902-1914 28.00 28.00 28.00 0.0 
1915-1922 43.89 57.00 30.00 31.6 
Average of Average of 
highest monthly lowest monthly 
price for each price for each 


year year 
(per gross ton) (per gross ton) 


1880-1901 $32.84 $37.12 $29.66 13.0 
1902-1914 28.00 28.00 28.00 0.0 
1915-1922 43.89 46.37 41.37 5.7 


4. Bessemer steel rails from 1880 to 1914, inclusive, and open-hearth from 1915. 
During the past decade the bulk of the steel rails made in the United States has been 


produced from open-hearth steel. 
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It will be observed in the case of steel billets that the 
highest and lowest annual averages in the period from 
1886 to 1901 were $33 and $15.08 per gross ton. These 
averages were for the years 1886 and 1897, respectively, 
and the average for the latter of these years showed a 
variation from the mean of the period of 37.7 per cent 
which is appreciably greater than the corresponding 
deviation in the case of finished steel. The extreme 
fluctuations in monthly quotations during the same 
period were also notably greater than the corresponding 
variations in finished steel, the highest monthly average 
being $38.75 per gross ton, and the lowest, $14 per gross 
ton. The percentage of greatest deviation from the 
mean was 60.2. 

During the second of our periods the percentage of 
greatest annual and monthly variations from the peri- 
odic mean was greater than in the case of finished steel, 
but much less than in the first period. In other words, 
the highest and lowest annual and monthly departures 
from the average for the period were greatly reduced in 
the years 1902 to 1914, inclusive, but were still more 
pronounced than in the case of the standard commod- 
ities included in finished steel. 

The prices of few articles were more profoundly af- 
fected by the World War than was the price of steel 
billets. From January, 1915, to July, 1917, the price of 
steel billets rose from $19.25 to $100 per gross ton, an 
increase of over 400 per cent. The latter price, too, 
was more than 128 per cent above the mean for the war 
and post-war period. The average for the entire year of 
1917 was itself over 60 per cent above the mean. These 
figures for the extreme annual and monthly deviations 
in our third time-interval are notably greater than the 
corresponding percentages in the case of finished steel. 
When a similar comparison is made of the averages of 
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the highest and lowest monthly prices and their devi- 
ations from the periodic mean, it is noteworthy that the 
percentage of greatest average departures is somewhat 
larger in the first period for finished steel, but consider- 
ably larger in the second and third periods in the case of 
billets. This difference is partly explained by the fact 
that the first of our periods is much longer in the case of 
billets than in that of finished steel, and covers several 
years during which no special demands were made upon 
the billet market. Another explanation is that in the 
days before the organization of the Steel Corporation 
the prices of steel rails and a few other products which 
are included in our designation of finished steel, fluctu- 
ated much like those of other products, whereas in later 
times they have been comparatively stable. For these 
reasons billet prices show relatively greater variation 
from the periodic mean in the years beginning with 1902 
than do the prices of finished steel. 

The figures for steel rails show on the average less 
fluctuation than those for either billets or finished steel 5 
in all three periods. It is true that the percentages for 
the greatest annual and monthly deviations from the 
mean of the first period are greater than the correspond- 
ing percentages of either of the other two classes of 
products. The exceptionally high prices shown for the 
highest annual and monthly averages — $70 and $85 
per gross ton respectively — were for the year 1880, 
when they were nearly double what they had been a 
few years before. Similar tho less pronounced increases 
in price took place in 1886 and 1899. During most of the 
other years prices exhibited much less variation, and as 
a consequence the average of the extreme monthly de- 
partures from ‘‘normalcy”’ was relatively small. 


5. While steel rails are included in finished steel, it constitutes only one of several 
products from which the average price of the steel is computed. 
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One factor which operated to steady the prices of 
standard rails during the years preceding the formation 
of the Steel Corporation was the organization of a strong 
rail pool. This pool was formed in 1887,°and consisted at 
first of fifteen members. To each member was allotted 
a percentage of the total yield, with penalties for ex- 
cesses beyond the individual allotment. Firms were to 
be kept from any temptation to cut prices in order to 
secure more business. The pool disbanded in February, 
1897, shortly after which the price of standard steel 
rails reached $16.50 per gross ton, the lowest in the 
history of the country. The pool was reorganized in 
1899, and continued in existence, for some years at least 
after the formation of the Steel Corporation, under the 
name of the Steel Rail Association.’ 

During the years 1902 to 1914, inclusive, the quoted 
price of Bessemer steel rails remained fixed at $28 per 
gross ton, and this price continued into our third period, 
till May, 1916, when it rose to $33 per gross ton. Rails 
made of open-hearth steel were gradually supplanting 
the Bessemer product during these years, and up to 
October 22, 1921, were regularly quoted at $2 per gross 
ton more.* Altho premiums were offered for prompt 
delivery, $28 per ton (or $30 in the case of open- 
hearth rails) remained the regularly quoted price, with- 
out any variation until war conditions had seriously 
affected the steel market in the United States. 

It was not until nearly a year after the World War 
had begun to make its influence felt on the prices of 
other steel products, that the quotations for steel rails 

6. Iron Age, November 16, 1893. 

7. Iron Age, November 3, 1904, p. 45. At the time of the dissolution of the old pool 
in 1897, the members with their allotted percentages were as follows: The Carnegie 
Company, 53.50; the Lackawanna, 19.00; the Cambria, 8.25; the Bethlehem, 8.25; the 
Pennsylvania, 8.25; and the Maryland, 2.75. Iron Age, February 11, 1897, p. 18. 


8. Since October 22, 1921, Bessemer and open-hearth rails have been quoted at the 
same price. 
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showed any change in response to altered market con- 
ditions. In May, 1916, the prices of steel rails were 
raised, as above stated, to $33 and $35 for the Bessemer 
and open-hearth products, respectively, and in Decem- 
ber of the same year, to $38 and $40. During the fol- 
lowing year the latter prices continued to be quoted 
until the close of September, after which no quotations 
were given until January, 1918. 

The contrast between the prices of steel rails and steel 
billets during the period from January, 1915, when the 
steel market in this country was still unaffected by the 
war, to July, 1917, when the effects of the war upon 
steel prices had attained their climax, is worthy of some 
attention. The price movements in the cases of these 
two products may be indicated by showing the January 
and July quotations during these years as follows: 


Bessemer steel rails Bessemer steel billets 
at Eastern mill at Pittsburgh 
(per gross ton) (per gross ton) 
January 1015: .....660000 $28.00 $19.25 
a 28.00 21.38 
January 1916 ............ 28.00 32.00 
July Perr re ee 33.00 41.00 
COMMS THAT soiccascskics 38.00 63.00 
July ORE sian dlndiearien 38.00 100.00 


The striking difference in the advances of the prices of 
steel rails and of steel billets was not due in the main to 
any very great variance in the demand for these pro- 
ducts, altho, on account of the uses to which billets are 
put, the consumption of this product is more general 
than that of rails. There was, as a matter of fact, an 
urgent demand for both. The policy, however, of the 
rail-makers was to prevent the growth of a sky-rocket- 
ing market with its inevitable collapse at a later time. 

This policy on the part of the rail manufacturers and 
of others was to some extent the cause of curious anom- 


9. Quotations taken from Iron Age. 
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alies. With the free operation over much of the steel 
market of the law of demand and supply, and with free 
and intense competition among buyers to secure neces- 
sary supplies incident to urgent war requirements, the 
prices of coke, pig iron, and various finished steel prod- 
ucts came to occupy curious relations with one another. 
In the early summer of 1915, Connellsville furnace coke 
sold at about one-eighth the price of basic pig iron at 
Valley furnaces, while in July, 1917, with pig iron quad- 
rupled in value, coke sold at one-fourth to two-sevenths 
the pig-iron price. In the early part of 1915, Bessemer 
billets were quoted 35 per cent higher than Bessemer 
pig iron; but in July, 1917, they were 75 per cent higher. 
The maintenance of relatively fixed prices for heavy, 
standard-section, steel rails in a runaway market led to 
the interesting anomaly of Bessemer steel rails being 
quoted at $38 per gross ton while the pig iron out of 
which they were made was bringing a price nearly 
twenty dollars higher.'! A similar but less pronounced 
policy on the part of other steel manufacturers to steady 
the market, helped to bring about the curious phenome- 
non of wire rods selling at a higher price than wire nails, 
skelp than pipe, and galvanized sheets than spelter. 
Under the price-fixing policy which began in the fall 
of 1917 and continued till the close of the war, these 
anomalies were of course eliminated. Steel rails, which 
were not included among the products subject to the 
price-fixing policy of the committee which acted under 
government supervision, were not, as already mentioned, 
quoted during the closing months of 1917. During 1918 
and January and February, 1919, they were quoted at 
$55 per gross ton for the Bessemer product and $57 per 


1. The writer discussed this situation to some extent in an article on “ Price Fixing 
in the Iron and Steel Industry,” in the Quarterly Journal of Economics, August, 1918. 
See also Iron Age, July 26, 1917, p. 260. 
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gross ton for the open-hearth.2 From March, 1919, to 
March, 1920, the quoted prices were $10 less. From the 
latter part of March to November of the same year, the 
1918 prices were again in effect. During the remainder 
of 1920 and until October 22, 1921, the quoted prices for 
Bessemer and open-hearth rails were $45 and $47 re- 
spectively. At the last-named date the prices of both 
these standard rails were reduced to $40. This price 
prevailed until October, 1922, when it was advanced 
to $43. 

It is noteworthy that, during the war and post-war 
period with the rapid changes in price levels, there was 
evidently a definite purpose on the part of rail-makers 
to stabilize prices. As in the pre-war period, quotations 
remained fixed for considerable intervals of time, during 
which the prices of most other products fluctuated 
greatly. These intervals of course were short compared 
with the period lasting from April, 1901, to April, 1916, 
but the same effort at stabilization is apparent. In the 
case of steel rails this effort, at least so far as quotations 
are concerned, was measurably successful. 

The proportionate departures of extreme monthly 
averages from annual averages in the cases of steel 
billets and steel rails, show some interesting features in 
short-time fluctuations. These deviations may be indi- 
cated by giving the average per cent of the greatest 
monthly variation from the annual average of each year, 
the per cent of the greatest monthly variation from the 

2. The increase from $38 and $40 per gross ton in September, 1917, to $55 and $57 
per gross ton in January, 1918, was due to adjustments resulting from the price-fixing 
policy than put into operation and to the taking-over of the greater part of the railroad 
mileage of the country by the Federal Government in December, 1917. During the 
price-fixing period of the war steel commodities were graded largely according to stage of 
production. The Government becoming the principal purchaser of rails paid uniform 
prices, which were in accord with the prices agreed upon by the price-fixing comu.ittee 
with reference to other iron and steel commodities, and in a measure in accord with cer- 


tain cost data secured by the Federal Trade Commission from the Steel Corporation and 
independents. 
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annuala i agein each period and the per cent of great- 
est varia 4 in the year of least monthly fluctuation. 
PeRcENTAGES SHowING GREATEST MoNTHLY VARIATIONS 


FROM ANNUAL PRICE AVERAGES IN THE CASES OF STEEL 
BILLETs AND STEEL Rais 


STEEL BILLETS 


Average per cent Per cent of Per cent of 
6 of greatest greatest monthly greatest monthly 
Period monthly variations variation from variation from annual 
from annual annual average average in year of 

average least deviation 
1886-1901 ......... 18.3 46.6 5.3 
1902-1914 ......... 11.2 22.5 5.4 
1915-1922 ......... 16.1 41.3 3.9 

STEEL RAILS 

1880-1901 ......... 13.7 32.4 1.1 
1902-1914......... 0.0 0.0 0.0 
1915-1922 ......... 9.2 17.6 0.0 


In the cases of both steel billets and steel rails the 
greatest monthly variations from the annual averages 
occurred in the first of our periods. The extreme fluctu- 
ations are materially less in the prices of rails than in 
those of billets, altho a longer period is covered for the 
former than for the latter, and one which embraces the 
years 1880 and 1881, when iron and steel prices oscil- 
lated considerably. This difference may be due in part 
to efforts of rail-manufacturers to control prices, efforts 
which for part of the time at least, as we have seen, were 
measurably successful. The percentage of greatest 
monthly variation from the annual average in the year 
of least deviation in the case of steel billets is approxi- 
mately the same in the second as in the first period. 
This fact is noticeably different from our former obser- 
vations concerning the pronounced reduction in price 
variations in the second period. While the greatest 
monthly departures from annual averages are much 
reduced, fluctuations of more limited range seem to have 
been as characteristic of the second as of the first period, 
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in the case of steel billets. The small percentage of vari- 
ation in the third period for the year of least deviation 
is of little significance, as the year was 1918, when the 
price-fixing policy prevailed. 

The monthly prices for rails show less fluctuation 
when the annual average is used as the basis of com- 
parison than when the average for a period is so em- 
ployed. An obvious explanation of this is that an annual 
average is nearer the norm or mean for a prevailing price 
level than would be the average for a long span of years. 
This, however, is not the sole explanation. As has al- 
ready been pointed out, the prices of rails were fixed for 
long periods of time, during which no change in quota- 
tions took place. Even before the formation of the 
Steel Corporation, rail prices would remain compara- 
tively stable for several months when the quotations on 
other products varied considerably. 

The results of the above comparisons show that in the 
years following the organization of the United States 
Steel Corporation up to the time that the World War 
began to influence market conditions in this country, 
the extreme fluctuations in prices which had hitherto 
characterized the trade were greatly reduced. This re- 
duction was pronounced in the cases of extreme annual 
and monthly averages as compared with what might be 
called the normal prices for each of the two periods con- 
sidered. The average of the extreme monthly devia- 
tions for each year was also materially less in the second 
period than in the first, whether the basis of comparison 
is the periodic mean or the annual average. 

The figures for steel billets and steel rails show that 
the wide range in prices before the formation of the 
Steel Corporation was not due to the violent fluctua- 
tions of the few years from 1898 to 1901, which were 
characterized by a sharp recovery from the severe in- 











28 QUARTERLY JOURNAL OF ECONOMICS 


dustrial depression of the middle nineties. The widest 
monthly deviations from the periodic mean and from 
the annual averages took place in these two instances in 
the eighties and middle nineties.’ The averages for ex- 
treme variations in the periods covered by the quota- 
tions for billets and rails, are only slightly different from 
those of the shorter interval covered by finished steel. 
Whatever influence operated to stabilize prices in the 
years from 1902 to 1914, inclusive, was of little avail in 
cases of most products in the runaway market of the 
years 1916 and 1917, and was only moderately felt after 
the close of the price-fixing period in 1918. In the in- 
stances of finished steel and steel billets the extreme 
annual and monthly fluctuations were much greater in 
the war and post-war years than in either of the two 
preceding periods. The averages of extreme monthly 
deviations were also large in the third period, but much 
larger in the case of billets than in that of finished steel. 
The policy of price stabilization has been more effec- 
tive with standard steel rails than with any other prod- 
uct. Not only was there a uniform price quoted during 
a period of fifteen years before the pressure of war con- 
ditions forced a change, but price advances and reduc- 
tions during the years beginning with 1916 were less 
drastic than those of other products. Compared with 
the fluctuations of our first period, the variations of the 
third, under the severe strain of the World War and the 
general unsettlement following, have been small. 
During peace times the United States Steel Corpora- 
tion has apparently been a force in steadying the market 
for products sold as steel. Its influence, however, has 
not been sufficient in the case of most products to pre- 
vent great and violent oscillations in prices when this 


3. In 1880 in the case of steel rails; in 1886 and 1897 in the cases of both rails and 
billets. 
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market has been put under severe strain. The instance 
of steel rails is exceptional. The fact, however, that the 
percentage for the average of the greatest monthly vari- 
ation each year from the mean of the period in the case 
of finished steel is appreciably less in the third period 
(14.9 per cent) than in the first (17.2 per cent) may 
indicate that a stabilizing influence was at work in the 
cases of an appreciable number of the products forming 
this group. This seems to be further borne out by the 
much larger percentage for this average in the third 
period for steel billets. 

The question whether any market can be truly stabil- 
ized without some influence monopolistic in character 
does not concern us here. It may be pointed out, how- 
ever, that, in the period before the organization of the 
Steel Corporation, the prices of iron and steel products 
were more or less influenced by pools and associations. 
Our figures show that these organizations were not suf- 
ficiently powerful to keep prices under control, particu- 
larly in times of depression. A considerable part of the 
membership of these combinations was taken over by 
the Steel Corporation at the time of its organization. 
While this consolidation did not of itself absorb a large 
enough proportion of the country’s trade to constitute 
a monopoly, its size and financial backing gave it a 
prestige which made it a potent influence in the steel 
industry. Its attitude, furthermore, toward independ- 
ents has never been characterized by any attempt at 
what is called ‘‘destructive competition.” In fact, its 
control of the steel output of the country is slightly less 
at the present time than at the beginning of its existence. 
This union of financial or industrial prestige with a 
certain far-sighted magnanimity toward competitors 
probably led to the adoption, by a sufficient number of 
independents, of what was apparently the price policy of 
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the Corporation, to give a measurable degree of control 
over the country’s output. During peace times the re- 
sulting unity of action was sufficiently effective to reduce 
materially the violent fluctuations of the period before 
the organization of the Corporation. In the case of steel 
rails, with only a few producers, and with the aggregate 
output of the independents making about 40 per cent of 
the country’s output, associated action has been espe- 
cially effective, and apparently continues so. 


ABRAHAM BERGLUND. 


UNIVERSITY OF VIRGINIA. 
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SUMMARY 


I. Canada. The three transcontinental systems, 32.— The Grand 
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under government ownership, 34. — The rate problems; the problem 
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of 1921: compulsory consolidation; rates fixed, 40. — III. The 
United States; Transportation act of 1920, 43. — Consolidation, on 
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tion and labor adjustment, 46.—IV. Significance of the changes; 
competition almost eliminated, 47. — Returns to investors virtually 
guaranteed, 48. — Eventual consequences: not stockholders alone, but 
bondholders, executives, and employees will come to have a share in 
management, 49. 


In the years of the war we became accustomed to liv- 
ing under abnormal conditions, to seeing revolutionary 
changes in our habits and institutions, to having every- 
thing bent to serve the one great national purpose. We 
saw the value of unified effort, of the elimination of 
waste and wasteful competition, of what could be ac- 
complished with a motive strong enough to sink individ- 
ual interest in the common good. But with the passing 
of the war and of the bubble of unsound prosperity, re- 
action came and men cried for a return to ‘“‘normalcy” 
and “‘tranquillity.”” And yet I venture to say that in the 
past three years there have been in almost every one of 
the leading countries of the world more fundamental 
changes that will permanently affect our political and 
economic life, than were caused by all the upheaval of 
the war itself. To go back to the pre-war conditions 
was in most countries an impossibility. New courses 
had to be found, and in the effort to solve the new prob- 


lems new principles have been adopted, the import of 
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which has been realized by very few, even of those 
who have participated in them. 


Among the institutions which were most thoroly 
shaken up by the war were the railroads. Within a week 
of the opening of the war steps had been taken, even in 
Great-Britain, the temple of free competition, to bring 
all the railway companies and services under a unified 
control. Step by step that control was extended till 
scores of lines and systems that had been in keen com- 
petition were brought into the service of one master and 
forced to forget their selfish interests. In the United 
States the same course was followed. Voluntary co- 
operation gave place to a joint board; that to national 
control under a single director; and 1800 roads were 
made to work as one. But when the war was over, the 
statesmen of these and other countries were faced with 
the extremely difficult problem of reconstituting the 
railway systems, of finding methods by which they 
might combine the proven advantages of unified man- 
agement with the inherent merits of independence and 
individual initiative. The solutions of these after-war 
railway problems have been, in each of the principal 
countries, of a character that might well be called revo- 
lutionary. It is the purpose of the present article to 
review just what these solutions have been, then to con- 
sider the essential character of the changes, and finally 
to consider what are likely to be the next logical de- 
velopments as affecting the real control of the railways 
of these countries. 


I. CANADA 


In spite of its relatively small population, Canada is 
a country of such extent and resources that its problems 
are in many respects already of the first magnitude. 
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With an area of fertile lands and varied resources equal 
to all that part of the United States north of Mason and 
Dixon’s line and its continuation to the Pacific, with an 
industrial development that gives it the seventh place 
among the industrial nations, and an overseas com- 
merce of equal rank, and with institutions deliberately 
designed to combine the best of those of Britain and 
America, it has been forced to grapple with the largest 
problems ahead of its time. Most of all, it has had to 
meet the problem of transportation — the most vital of 
all problems in a country of great distances. 

At the opening of the war Canada had three transcon- 
tinental systems for a country of 8,000,000 people. Its 
eldest — the Canadian Pacific — had passed through 
the struggles of birth and childhood, and with the de- 
velopment of the country had grown into one of the 
great railway systems of the world, with its arms ex- 
tended across both oceans and with an efficiency fit to 
meet any competition. Its second — the Grand Trunk 
and Grand Trunk Pacific — was the belated product of 
the ambition of the country’s first important railway 
to compete with its younger rival for transcontinental 
trade, and of Canadian statesmen for a competing cross- 
country system wholly within the limits of the country. 
By 1914 the main lines had been completed and were in 
operation — with a road-bed of unrivaled quality and 
cost and not sufficient traffic to pay operating expenses. 
The third child, the Canadian Northern Railway, was 
the product of two wizards of finance and construction. 
Had the promoters been content with the development 
of a Western system only, they would to-day be the 
honored heads of a flourishing independent company. 
But the lure of the transcontinental was too much for 
them, and the building of a third and altogether needless 
Eastern system wrecked them and almost wrecked the 
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country. With the cessation of immigration consequent 
upon the war, the two newer railways found themselves 
confronted by impossible carrying charges, and after 
several years’ struggle there was left only the alternative 
of bankruptcy or government ownership. 

By 1916 the Government of Canada found it neces- 
sary to come to the rescue of both the Canadian North- 
ern and the Grand Trunk Pacific and to advance the 
funds required to meet interest payments. By 1917 it 
was evident that further and larger advances would 
have to be made. The Government decided that, if it 
had to meet the deficits, it might as well take the roads 
over and own them. A bargain was driven with the 
owners of the stock of the Canadian Northern by which 
the bonds of the company were assumed and an arbitra- 
tion directed as to the value of the stock, limited to a 
maximum which squeezed out the water. Thus Canada 
became the owner of a railway with 9479 miles of track 
extending from Montreal to the Pacific, and by joining 
it with the Intercolonial, — a road of 1592 miles built as 
part of the Confederation bargain, and operated ever 
since by the Government at a loss, — obtained a com- 
plete transcontinental system. It already owned over 
2000 miles of the National Transcontinental, which had 
been intended to be linked up with and leased to the 
Grand Trunk Pacific. The bonds of this last-named 
road had been guaranteed by the long-established Grand 
Trunk, with over 5000 miles of line through the best por- 
tions of the old provinces and good connections with the 
United States, and the Government declined to relieve 
the Grand Trunk from this guaranty. In other words, it 
declined to take the lean without the fat. By 1920 the 
directors of the Grand Trunk, finding themselves un- 
able to carry the guaranty, yielded, and agreed to turn 
over the whole road, on the Government assuming the 
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bonds and submitting the value of the stock to arbitra- 
tion. Thus step by step the Government acquired the 
ownership of every important railway in the country 
except the C. P. R. 

It was not from deliberate intention that the people of 
Canada came to be the owners of a railway system even 
larger than the C. P. R. While there is a strong body of 
opinion in favor of public ownership, there are few who 
would willingly tackle so great and burdensome an un- 
dertaking as these bankrupt roads. Large parts of these 
roads have been built years before their time, and until 
the parts of the country which they serve have been de- 
veloped there can be little hope of profitable operation. 
The first full year of government ownership of the con- 
solidated lines, now known as the Canadian National, 
ended with an operating deficit of $17,000,000 and a 
total deficit, including fixed charges, of $70,000,000. 
That cannot, however, be quoted as an example of the 
failure of government operation. If the roads had re- 
mained in private hands they would not have run at all, 
for no private capital could stand such deficits. But it 
does show what a stupendous task the people of Canada 
have undertaken. 

The Canadian National now ranks as the largest 
single system on the continent, with a mileage of 22,646 
compared to 18,859 for the C. P. R. and 15,000 for the 
Santa Fé, the largest of the American systems. It can 
offer alternative routes almost the entire distance from 
the Atlantic to the Pacific. Tho it has lean areas, it oc- 
cupies many of the choicest sections in both East and 
West. It has good connections with Britain and Europe 
as well as into the United States. Already the financial 
outlook is improving. The second year, tho the road was 
still operated by a temporary board, saw the operating 
deficit wiped out and a new spirit all through the service. 
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Now, with a new board and a president of acknowledged 
ability and experience, and the good-will of the public, 
there is every reason to expect a steady and rapid im- 
provement in both service and financial returns. In July 
the president made the encouraging statement that 
there was a good chance that within three years the 
Canadian National Railways would cease to be a burden 
on the taxpayers. The feeling in Canada to-day is un- 
questionably one of confidence and optimism. 

The effect on rate-making of the nationalization of 
more than half the mileage of the country will prove a 
most interesting study for the next few years. To base 
rates on the needs of the National would put untold mil- 
lions in the pockets of the C. P. R. as well as burden the 
users of the railways with the whole cost of premature 
lines and the political mistakes of the whole people. To 
base rates solely on the needs of the C. P. R. — one of 
the most efficient and successful railways in the world 
and built originally largely from public gifts — would 
impose losses on the National lines for the next ten or 
twenty years of such vast amounts as to constitute a 
serious danger to the national finances. Every demand 
for reduction in rates is equivalent to a demand for in- 
creased taxes. How acute this contrast may become was 
seen in the 1922 session of the Dominion Parliament. 
During the war Parliament suspended for a limited 
term the operation of an agreement made in 1904 with 
the C. P. R., by which that railway, in consideration of 
assistance in the construction of the Crow’s Nest Pass 
branch through the Rocky Mountains, agreed to maxi- 
mum limits on the rates to be charged on the principal 
products of the Western provinces. With the limit 
suspended, the Railway Commission promptly granted 
higher rates. The suspension expired on July 7, 1922, 
and before that date Parliament had to determine 
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whether to keep up the rates, or restore the limit with 
the inevitable consequence of heavy losses to the Na- 
tional Railway. The Western members were, at the 
same time, the parties most interested in getting the re- 
ductions and most decided in their support of national- 
ization. The result was the restoration of the old rates 
on the two principal commodities, grain and coal, with 
a resulting loss of revenue to the railways in the first six 
months, estimated at $6,500,000 for the National and 
$8,000,000 for the C. P. R. 

But will the country as a whole submit to large def- 
icits year after year — deficits which cannot be wiped 
out by any management till the country is developed? 
Will the majority insist on rates high enough to cover 
all charges? Will the employees insist on maintaining 
wages and conditions that make large savings in cost im- 
possible? On the other hand, will the country consent to 
the swelling of the already large profits of the C. P. R.? 
There would seem to be only one way out of this diffi- 
culty — rates high enough to take up most of the deficit 
on the government lines, coupled with a fixed limit on 
the profits payable by the C. P. R., and the appropria- 
tion of a large part of its surplus along the lines of the 
American act of 1920. 


Even more important than rates was the question 
where the control of the new National system would be 
vested. Would the owners of the capital — in this case 
the State — retain the full control of the Board of Direc- 
tors as in the case of private companies, or would a much 
larger authority be vested in the operating chiefs? 
Would the employees as such be given representation 
on the directorate? It is as yet too soon to answer these 
questions definitely. Evidently it is intended to place a 
very large measure of power and responsibility in the 
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new President, Sir Henry Thornton. He has already in- 
timated his intention to vest a large measure of author- 
ity in regional heads. Several places on the Board were 
left vacant, with the understanding that they would be 
filled later by selected executives, and two of those 
already nominated are there solely because of practical 
experience in railway work. So far labor has been rec- 
ognized to the extent of one member — the President of 
the Labor Congress of Canada. But there is little point 
in the representation of labor other than the employees 
themselves, and in time a plan will probably be worked 
out which will give a direct representation on the Board 
to the men upon whose loyalty and enthusiasm so much 
of the success of the whole undertaking will depend. 
With such great difficulties to overcome, there is on this 
system a need, to a very unusual degree, of giving the 
staff, both executives and workingmen, the sense of re- 
sponsibility which can come only from sharing in con- 
trol. 


II. Great Britain 


Immediately upon the opening of the war all the rail- 
ways of Great Britain passed under the Government, 
and became subject to the direction of an Army Railway 
Council. They remained under control until August 
1921. During all that time the railways, while carried on 
by their usual officers, subordinated all individual in- 
terest to the common cause, and problems were dealt 
with on a national basis. On the shareholders’ side satis- 
faction was secured by the guaranty given by the Gov- 
ernment to make up any ascertained deficiency in the 
annual aggregate net receipts of all the railways taken 
over, as compared with the aggregate for the year 1913. 
When, early in 1915, the rising cost of living forced de- 
mands for increased wages, it was agreed that the com- 
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panies should bear the first 25 per cent war bonus and 
the government all subsequent bonuses. While the war 
activities lasted, the vast increase in traffic created rev- 
enues on the railway side of the account which showed a 
handsome profit for the Government, in spite of in- 
creased wages and altered conditions in favor of the 
workmen. But with the end of demobilization and with 
the costs incurred in restoring the roads to pre-war con- 
ditions, deficits grew to very serious dimensions. Gov- 
ernment, railway companies, and people, especially 
financiers, were forged to grapple with an extremely 
difficult problem. Up to this time there had been in 
Great Britain no tribunal having power to determine 
the rates which railways might charge. When com- 
panies for the purpose of carrying on railways were first 
incorporated, it was by special act of Parliament, which 
fixed maximum rates and tolls that might be charged in 
return for the grant of rights of expropriation and other 
powers. At one time there were nine hundred such acts. 
Then acts were passed providing for uniform classifica- 
tion; but still the companies fixed their own charges 
subject to the prescribed maxima, and the rates in 1914 
did not differ greatly from those in force in 1870. In 
1913, gross receipts of the railways amounted to £134,- 
650,000 and the net revenue to £48,050,000, a sum suffi- 
cient to pay interest and dividends averaging approxi- 
mately 4} per cent upon the capital invested in the 
business of railway transport and its accessories. But 
between 1913 and 1921 the expenditures increased from 
£86,000,000 to £275,000,000, and it was obvious that 
the greater part of this increase was beyond control. 
Evidently some drastic and thoro revisions would be 
necessary to meet so greatly altered conditions. 

The problems were tackled with characteristic British 
thoroness. By direction of the Minister of Transport a 
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Rates Advisory Committee was set up, with instructions 
to investigate and report upon the principles on which 
rates should be fixed, the classification of all goods, and 
the rates proper for special classes of goods. The report 
of the Committee ' is a masterly discussion of the many 
intricate and difficult problems with which it had to 
deal, not alone of the questions of rates and classifica- 
tions, and the functions and methods of the new Rates 
Tribunal which it proposed, but also of the most difficult 
problem of the basis of valuation upon which profits 
should be calculated. Contemporaneously, another 
commission was investigating the claims of the railway 
companies for compensation; and the Government 
negotiated a friendly settlement which involved a fur- 
ther payment to the companies of £60,000,000. At the 
same time the Government was investigating other 
problems, and soon came to the conclusion that the con- 
tinued existence of so many companies with such varied 
financial strength was impossible, and that the only so- 
lution lay in the grouping of the roads along the lines of 
the French system. 

In May, 1921, the Government’s proposals were sub- 
mitted to Parliament and, after much discussion and 
some changes, became law in August and fully effective 
by January 1, 1923. To appreciate the importance of 
the changes, it must be remembered that there are over 
a million people in the island who are holders of railway 
shares or debentures and over seven hundred thousand 
employed in the service. For our present purpose the 
most important provisions are those relating to the 
amalgamation of the roads, the fixing of a basis on 
which to compute dividends, and the relation of the em- 
ployees to the companies. 


1. Report of Rates Advisory Committee, Ministry of Transport, on General Revision 
of Railway Rates and Charges, 1920 (Cmd 1098). 
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The bill? proposed that the 120 railways should be 
consolidated into six regional groups, each having in 
large measure a monopoly in its own territory, the prin- 
cipal companies being classed as constituent companies 
and the minor ones as subsidiary companies. The com- 
panies were given an opportunity to agree if they could 
on the terms of amalgamation or absorption, but the 
amalgamation provided for was compulsory. It was the 
deliberate intention that the weak should be swallowed 
up by the strong, and thus an average of earning capac- 
ity arrived at which would make the principle of uni- 
form rates apply all over the country in such a way as to 
give virtually uniform returns to the holders of all rail- 
way shares. The objections to the grouping proposed, 
especially from Scotland, resulted in further consolida- 
tion, with the result that all the railways of Great Bri- 
tain are now combined into four systems serving almost 
distinct areas. They are: the Southern with 2200 miles 
of first track; the Great Western (including Wales) 
with 3753 miles; the Northwestern (including the Mid- 
land and West of Scotland) with 7464 miles; and the 
London and Northeastern (including the Eastern and 
East of Scotland) with 6464 miles.* 

Standard rates are to be fixed by a permanent tri- 
bunal, and are to be such.as will with efficient and eco- 
nomical management enable the combined companies in 
each group to earn a net revenue equal to that of 1913. 
It is said in some quarters that 1913 was a peak year and 
therefore the basis is one that is too favorable to the 
companies. But probably any advantage which may 
thus be gained will be offset by the fall in the value of 
money dividends; and if the value of money changes, 

2. Railways Act 1921 (11 and 12 Geo. V, ch. 55). 
3. See Railway Map of the British Isles, showing the constituent roads and the con- 


lidated systems, published by George Philip and Son, London. The designations 
given in the text for the four systems are meant merely to indicate the areas covered. 
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the basis can be changed. No attempt was made to fix 
a rate in the act, as in the United States, tho this was 
recommended by the Rates Advisory Committee. Fur- 
ther, it is provided that, if the rates fixed yield a return 
exceeding this standard, four fifths of the excess is to be 
set apart for reducing rates. Thus principles are estab- 
lished which virtually stabilize the return on investment 
in railway stock. While there is no Government guar- 
anty, the result which must flow from the statutory 
direction to the tribunal is not far short of a guaranty. 
It will be noted that, since profits were in 1913 calcu- 
lated on the basis of issued capital, that becomes the 
permanent basis of valuation rather than any physical 
or commercial valuation. The variations in these bases 
are not, however, serious in Britain and the problem 
does not present the acute difficulties that it does in the 
United States. Evidence was given which showed that 
the debenture and share capital of all the railways 
issued up to 1913 was £1,120,867,965, and that the mar- 
ket value of such capital estimated upon the mean 
prices for the years 1911-12-13, was £1,131,636,697. 
The chief gain, from the employees’ standpoint, was 
in securing a uniform basis for wages and conditions 
throughout the kingdom and a National Wages Board. 
They were offered representation on the directorates, 
but preferred to secure the National Wages Board. It is 
said by some that the men did not want to name direc- 
tors; but the more accurate statement appears to be 
that they could not get all they wanted, and took that 
which they considered most necessary. Their agitation 
for nationalization received so little support that it had 
to be abandoned. 
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III. Tue Unrrep Srartes 4 


From 1906 to 1916 the position of the railways of the 
United States had been steadily growing weaker. With 
revenues limited by fixed rates, with expenses growing 
each year, with the increasing scale of prices, and with 
the public actively hostile, investors felt shy of railway 
securities, and the companies were unable to meet the 
cost of necessary extensions and in many cases unable to 
meet their obligations. By 1916 one sixth of the mileage 
of the country was in the hands of receivers, a mileage 
greater than the entire mileage of either Great Britain or 
Canada. On the other hand, there were many exceed- 
ingly prosperous roads, paying good dividends and pro- 
viding for betterments and extensions out of revenue. 

The war brought a large expansion of traffic through 
the furnishing of supplies to the Allies, thus improving 
the revenues but straining the inadequate equipment. 
With the entrance of America into the war both of these 
results were intensified. The companies tried to meet 
the situation by voluntarily combining in the appoint- 
ment of a Railway War Board of five members, to 
which nearly all the roads delegated complete control of 
operation. But this proved inadequate, and at the end 
of the year the President stepped in and placed all the 
roads under government control and under a single 
Director-General. That system lasted from January 1, 
1918 to March 1, 1920. In the first year, while the war 
lasted, it was highly successful. With the relapse to 
peace conditions, the system broke down. When the 
need for a patriotic submission of individual interests to 
those of the country had passed, every interest clamored 
for its own way. The owners and managers clamored 


4. For a fuller account of later developments in the United States, see W. J. Cun- 
ningham’s recent admirable book, American Railroads: A. W. Shaw Co., 1922. 











44 QUARTERLY JOURNAL OF ECONOMICS 


for the right to run their own business, the men for large 
increases in wages, the shippers for lower rates, and the 
general public for competitive service. By the autumn 
of 1919 Congress recognized the necessity for buckling 
down to a solution of one of the largest and most com- 
plicated problems it has ever had to face. The result was 
the Transportation Act of 1920 — the Esch-Cummins 
law, so-called. 

The Transportation Act was almost as revolutionary 
a measure as the British Railway Act of 1921. It almost 
completely reversed the policy that had been pursued by 
the legislators of the United States for fifty years. It set 
about to encourage that very consolidation of railways 
which it had been the aim of previous legislation to pre- 
vent. It recognized the stockholder and bondholder as 
necessary parts of any railway system and therefore en- 
titled to a living wage. It recognized the paramount in- 
terest of the general public by greatly increasing the 
powers of the Interstate Commerce Commission and 
creating a national Railway Labor Board, on which 
the public representatives hold the sole or controlling 
position. It even took drastic steps to protect the rail- 
way companies from the attacks of state legislatures and 
commissions. 

In respect of consolidation the change of policy was a 
sweeping one. There were at the time no less than 1800 
independent railway companies in the country. The act 
directed the Interstate Commerce Commission to pre- 
pare a plan for the consolidation of railway properties 
into a limited number of systems, so arranged that a uni- 
form set of rates will give to each of the systems sub- 
stantially the same return upon the true value of the 
respective properties. This involves the absorption of 
weak roads by strong ones and the building up of a com- 
paratively small number of great consolidated systems 
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operating throughout at least a large section of the coun- 
try. The act did not adopt any of the proposals for fix- 
ing the number of such systems, but the intent of the act 
has been carried out by the Commission. First the 
Commission divided the country into three sections — 
Eastern, Southern and Western. Then it instructed 
Professor Ripley of Harvard to make a draft plan, by 
which he proposed to create 21 systems. Then the Com- 
mission considered his plan and further reduced the 
number to 19.° This is the plan which is now submitted 
for the consideration of all concerned; and, after due 
hearings, this plan, or some modification of it, will pre- 
sumably be settled upon as the definite and official plan 
of consolidation. 

The method adopted differs from both the British 
and Canadian plans. It does not contain the compul- 
sory feature. All it does is to lay down the lines upon 
which consolidations may take place and upon which the 
companies are virtually invited to combine. The com- 
panies are left to make their own terms, but, under the 
shadow of a scale of rates to be fixed by the same Com- 
mission in the light of what can be accomplished by 
union, it is fairly safe to assume that the companies will 
find means of coming to terms. In both Britain and 
Canada the consolidation was in effect compulsory. 

In another very important respect the plan differs 
from the British but agrees with the Canadian. It pre- 
serves competition in service. As tentatively worked out 
by the Interstate Commerce Commission, there are to be 
five competing systems between New York and Chicago 
or St. Louis, five between Chicago or St. Louis and the 
Pacific Coast, four between Chicago or St. Paul and the 
Gulf. It is difficult for either an American or a Cana- 


5. See Report of Interstate Commerce Commission No. 12964, on Consolidation of 
Railroads. August 3, 1921. 
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dian to understand how the British expect to get good 
service without competition, and two or three systems in 
every section of the country would seem to be the ideal 
plan. It surprises a Canadian that the American plan 
does not contemplate transcontinental roads. With the 
standing example of the C. P. R. service it would seem 
to be wise policy to combine Eastern and Western roads 
and thus maintain competition in each part with effec- 
tive transcontinental and overseas services. 

In respect of rate-fixing the Act adopted a new and 
sound principle. It frankly recognized that, if railways 
are to secure the necessary capital, they must be able to 
offer investors reasonable certainty of a return suffi- 
ciently high to attract enough capital to meet their needs 
—a rate of return which may vary with money condi- 
tions. It therefore directed the Commission to establish 
rates which, at prevailing costs and under honest, eco- 
nomical and efficient management, would produce such 
fair return, and fixed that fair return for the first two 
years at 53 per cent, with an optional additional half of 
one per cent for betterments. But this rate is to apply, 
not to each individual railway, but to the groups con- 
templated when the consolidations are effected. After 
consolidation the variation in earning capacity will not 
be so great; but care has been taken to see that the 
strongest roads do not reap too great profit, whether be- 
fore or after, by a plan which is the most novel of any 
provision in the Act. If.a railway earns more than 6 per 
cent, it must divide the surplus equally with the Govern- 
ment, and must retain its own half of the excess till a 
fund is built up sufficient to maintain the rate of divid- 
dend in lean years. No more radical provision has ever 
been enacted by Congress. 

In still other respects the Act of 1920 is noteworthy. 
It attempted to establish a system of joint boards for the 
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adjustment of labor difficulties, with the Railway Labor 
Board as the final arbiter. It forbade the issue of securi- 
ties without the consent of the Interstate Commerce 
Commission, and made provision for uniform systems of 
accounting. To realize the importance of these pro- 
visions, one must remember that since 1913 the Com- 
mission has been engaged on a most detailed examina- 
tion and valuation of every item of the property of every 
railway in the country. Great as the difficulties in deter- 
mining the true value of a railway are, the Commission 
must arrive at some conclusion. In the end, a valuation 
will be finally determined, and thereafter these pro- 
visions will ensure to the Commission the fullest knowl- 
edge of all stock transactions; thus it will be possible to 
secure a stability of railway shares and dividends, 
which is now quite impossible. 


IV. Tue SIGNIFICANCE OF THE CHANGES 


In the light of this sketch of the altered conditons 
and new principles of legislation, let us consider the 
significance of the changes thus made in the three great 
English-speaking countries. 

The most striking change is the elimination, or at 
least restriction, of competition. The old ideal of free 
competition, as at once the stimulant of enterprise and 
the protection of the public from extortionate charges, 
has been given up. In Great Britain the elimination is 
almost complete in service as well as in rates. In Canada 
there is complete elimination as to rates but not as to 
service, and the country stands back of the weaker com- 
petitor. Practically every railway of importance is 
absorbed in either one or other of the two systems. In 
the United States Congress has recognized that uniform 
rates do not mean the same thing to the strong as to the 
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weak roads and do not secure real competition, and 
therefore has set its course toward securing such an 
amalgamation of the roads as will equalize the competi- 
tive strength of large systems and thus, as far as possible 
sible, eliminate competition in rates. For many parts of 
the country the proposed plans mean the end of competi- 
tion, and in certain sections, such as New England and 
Michigan, it is proposed to create zones on the European 
plan. There will still be a keen competition among the 
consolidated systems, but it will be a strictly regulated 
and limited competition in place of the old ideal of un- 
restricted competition. 

In the next place, it is to be noted that it is the de- 
clared purpose of the Transportation Act so to regulate 
rates that a substantially uniform rate of dividend may 
be earned on the true value of the railway investment. 
It will take time to ascertain and adjudicate upon the 
many problems which arise in fixing such true value and 
to bring about the consolidations; but good progress is 
being made, considering the immensity of the problem. 
In a few years the new bases will be determined, and the 
Interstate Commerce Commission will be in a position 
to regulate rates with a precision not now possible. The 
control of the issue of all future securities makes possible 
the continuous ascertainment of the earnings once the 
starting-point base is fixed. 

In Britain this problem is already in large measure 
solved. The Act of 1921 directs the Rates Tribunal to 
fix such rates as will enable the grouped railway systems 
to earn a return equal to that earned in 1913, and as this 
is easily capable of ascertainment, there remain only 
minor problems to work out. In Canada no such solu- 
tion is at present possible because of the great disparity 
in the strength of the two main roads. 

But returns on capital which are virtually fixed by the 
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power that regulates rates are not far short of guaran- 
ties, and companies which enjoy such returns stand in 
a totally different position from that of ordinary com- 
mercial undertakings free to make what profits they can 
and suffer their own losses. 

The inevitable result is the limitation of profits, either 
through direct recapture by the law or through a revi- 
sion of rates from time to time which will eliminate 
profits as distinct from interest on stocks as well as 
bonds. With profits as such thus either eliminated or 
kept within narrow bounds, the whole relation of rail- 
way operation to other businesses is completely altered. 
In effect, the railways become service corporations 
carrying on business at cost with proper allowances; in 
other words, they are on salary. This is the basis on 
which all the rapidly widening functions of government 
are carried on; and the stimulus to effort is not profit 
but the satisfaction of work well done and the lure of 
promotion. Have our countries by these acts started on 
a course of which the only logical end is the placing of 
the railways on the same footing as if nationalized, even 
tho the ownership and control remain in private hands? 

Important as such changes would be, there is implicit 
in the altered relations a change of still greater import- 
ance. Since railway companies were first formed, it has 
been the universal practice to vest full control of the 
company’s affairs in the hands of directors selected solely 
by the shareholders. Even tho the bondholders have 
more money invested in the enterprise than the share- 
holders — and in the United States the total of bonds is 
nearly double the total of stock — yet these bondhold- 
ers have ordinarily no voice whatever in the control of 
the business. Neither have the thousands of employees 
whose whole lives are in most instances spent in the ser- 
ice of the company, or even the executive officers as 
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such, tho on their skill more than any other factor de- 
pends the success of the whole enterprise. And up to the 
present time there has been a sound reason at the bot- 
tom of this practice, for it is the capital of the sharehold- 
ers which is primarily at stake. The failure of the road 
may mean loss to the bondholders, but only after the 
whole margin of the capital has been wiped out. To the 
officers and employees it may mean temporary loss, but 
their skill and experience, which is their capital, remain 
while the capital of the shareholder has gone forever. 
In the light of the developments just sketched, is not 
the whole basis changed? If the law recognizes the right 
of the owner of capital invested in railways to a return 
which, while not guaranteed, is virtually fixed by the 
regulation of rates and will tend to become a definitely 
fixed rate of dividend, has not the whole basis of the 
right of the stockholders to control the enterprise dis- 
appeared? In what essential respect would the position 
of the stockholders differ from that of the holders of 
junior bonds? Their capital would no longer be at risk 
in any of the older railroads. At most there would be 
fluctuations in the net earnings, but the amount of these 
earnings would depend, not on anything the share- 
holders could do or any risk they would run, but on the 
efficiency of the executive officers and the loyalty of the 
general body of employees. Yet neither of these classes 
has by right any voice whatever in the control of the 
system. Is it not clear that the stabilization of railway 
earnings must lead to a sharing in large measure of the 
control with the bondholders, the officers and the em- 
ployees? It is significant that nearly every one of the 
plans submitted to the United States Senate provided 
for employee representation on the directorates, and the 
British Government was prepared to concede the right 
had not the trade-unions preferred more immediate ad- 
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vantages. The practice of electing the chief executive 
officers to the board by the grace of the shareholders is 
very general. It would not be a long step to the recogni- 
tion of the principle that these officers should be there by 
right of their position, or as the elected representatives 
of their associates in the management. The sharehold- 
ers and bondholders would always have a right to share 
in the general control, and special rights which would en- 
able them to make sure that the property was being 
maintained and their security preserved, and the divi- 
dends permitted by the rates tribunal paid. But the 
rights of stockholders would not extend beyond those of 
bondholders, for the dividends paid would be much more 
in the nature of interest than of profits. Obviously, 
excess earnings above the rate contemplated when the 
scale of rates was fixed would belong, not to the share- 
holders, but either to the officers and employees who had 
made the surplus, or to the public in reduced rates. It 
would be in the interest of everybody that out of such 
surpluses there should first be built up a contingent 
fund, which would take care of the lean years and secure 
the payment of regular dividends, which in itself would 
help to lower the cost of additional capital. 

But the security of the return to capital carries with it 
logically still further changes. At the present time rail- 
road corporations are exposed to continual fire from 
two sides— from the employees demanding increased 
wages and from the shippers and producers demanding 
decreased rates. The basis of both attacks is the same — 
the belief that the corporations are making excessive 
profits. Now if the rate of dividend is definitely limited 
at a point determined by an independent tribunal, or 
perhaps by Parliament or Congress, and if the capital 
value on which this rate is to be computed has been as- 
certained by judicial means under legislative sanction, 
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the whole question of excessive profits is disposed of, 
and the basis of all anti-railroad agitation has been 
taken away. No longer can the railroads be considered 
the enemies of the people. Instead, they have become 
their agents, carrying out great enterprises in the public 
interest on terms of remuneration fixed by the people. 
Capital and Labor will perforce lie down together, since 
their interests will no longer disagree. With fixity of re- 
turn would undoubtedly come investment in railway 
shares by hundreds of thousands, perhaps millions of 
small holders, probably including large numbers of em- 
ployees themselves. If that tendency developed in the 
United States to the extent to which it already has de- 
veloped in Britain it would mean something like four 
million holders of railway shares, more than half of 
whom would be small holders of less than $2400 worth 
of stock. Industrial war in the railway field would 
become impossible under such conditions. 

It will take time to work out these solutions. Partic- 
ularly in the United States, where the problems are so 
much larger and more complicated, there will be many 
difficulties and much opposition. It will take time to 
settle the valuations and the terms of consolidation, and 
there will doubtless be many legal battles. But time is a 
minor consideration once the people are on the right 
track. Some of the leaders in the railway world have 
shown a far-sighted grasp of the national problems in- 
volved and, if their spirit prevails, American efficiency 
will find solutions. In Great Britain twenty-five out of 
the twenty-six constituent companies had agreed upon 
terms of amalgamation before the date fixed for the 
coming into effect of the compulsory provisions of the 
Act. For the recalcitrant, the power of rate-fixing on 
the basis of the Commission’s valuations will prove effec- 
tive for the weaker companies, and the weapon of recap- 
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ture of excess profits will bring the stronger ones to see 
the light. The results will be well worth a determined 
struggle. To have the railways of all these countries 
placed on the basis of services, operated by private capi- 
tal contributed by large numbers of citizens, including 
employees, with all the element of profiteering ruled out, 
with competition in efficiency only, with the interests of 
the companies concurrent with those of the country, 
with coéperation substituted for controversy, the whole 
country could settle down to the work of development 
with new life and confidence. In the service basis for all 
public utilities will be found the sound middle course be- 
tween predatory Individualism and Socialism. 


R. F. McWIrttams. 


Winnirec, Canaba. 














THE THEORY OF INTERNATIONAL VALUES 
RE-EXAMINED 


SUMMARY 


The classical theorists on international values guilty of an over- 
abstraction which led them into error.—Méill’s exposition turns on 
an exceptional rather than a normal case, 56. — Bastable errs in the 
presentation of this exceptional case, 59. — Both lay down corollaries 
some of which are true only in exceptional circumstances and others not 
true at all, 59.— The logic of exports and imports, 63. — Trading 
situations involving several countries and commodities; conclusions 
alien to currently accepted theory, 70.— Conclusion, in a series of 
negative and positive propositions, 83. 


No part, perhaps, of John Stuart Mill’s synthesis of 
the political economy of his time has come through the 
succeeding three quarters of a century of criticism with 
fewer scars than mark his theory of international values. 
This, Mill’s outstanding original contribution to eco- 
nomic science, has shown itself at least as robust as any 
of the ideas he adopted from his predecessors. Professor 
Edgeworth, writing in 1894,! repeatedly speaks of Mill’s 
chapters on the subject as ‘‘stupendous,”’ and Bastable’s 
standard work on the Theory of International Trade is an 
express ‘“‘attempt to restate, in a more complete form, 
the doctrines of the classical English school,” * that is to 
say, so far as international values are concerned, the doc- 
trines laid down by Mill. In spite of the weight of sanc- 
tion, both express and implied, which it has thus com- 
manded, the classical theory of international values 
seems to the present writer to be open to grave objec- 
tions, objections which, while they do not subvert its 

1, Economic Journal, vol. iv, pp. 35, 424, 606. 


2. Preface to First Edition. 
54 
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foundations, nevertheless call for a substantial modifica- 
tion of its conclusions. 

The reader will recall that Mill, ‘‘for the sake of sim- 
plicity,”’ restricts his initial consideration to trade be- 
tween two countries only and in but two commodities, 
and supposes that these commodities are capable of 
being produced in any quantity at constant effort cost,* 
and of being transported without any cost whatever. 
This paper will attempt to show that this is an over- 
abstraction which, far from clarifying the actual situa- 
tion, in reality obscures it, and that it has led Mill and 
his followers to quite unjustifiable conclusions upon the 
nature of international trade. It will indeed be no part 
of our present purpose to question the assumptions of 
constant cost of production or of costless transporta- 
tion. The danger of generalizations from the former of 
these assumptions has already been pointed out in the 
present writer’s article on ‘“‘Some Aspects of Protection 
Further Considered,” ¢ while the effects of cost of trans- 
portation are not essentially different from those of the 
varying costs which are there examined. It is to the as- 
sumptions of trade between two countries only and in 
but two commodities that attention will here be drawn 
in an endeavor to show that to construct a theory of 
international values in this piecemeal way is a method 
so faulty as to have issued in wholly unwarranted in- 
ferences. 

“Suppose,” says Mill, “that 10 yards of broadcloth 
cost in England as much labor as 15 yards of linen, and 
in Germany as much as 20. . . . The problem is, what 
are the causes which determine the proportion in which 
the cloth of England and the linen of Germany will ex- 

3. This is implicit in Mill’s treatment. In Bastable’s “ restatement” it is express; see 
Theory of International Trade, p. 23. 


4. Quarterly Journal of Economics, vol. xxxvii, p. 199. 
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change for each other?’’® In his analysis of this situation 
Mill assumes a state of reciprocal demand which will 
bring about equilibrium on some terms of interchange 
well within the limits of 15 and 20 yards of linen for 10 
yards of broadcloth, and this he regards as the typical 
case, tho he says: 


It is even possible to consider an extreme case, in which the whole 
of the advantage resulting from the interchange would be reaped by 
one party, the other country gaining nothing at all. There is no ab- 
surdity in the hypothesis, that, of some given commodity, a certain 
quantity is all that is wanted at any price; and that, when that 
quantity is obtained, no fall in the exchange value would induce 
other consumers to come forward, or those who are already supplied 
to take more. Let us suppose that this is the case in Germany with 
cloth.® 


Mill then shows that the English demand for linen 
might be so strong as to force up the price of linen to 10 
yards of cloth for 15 of linen, in which case Germany 
would gain the whole of the advantage arising from the 
trade and England would be exactly as she was before 
the trade commenced. 

So far from this being an extreme and barely conceiv- 
able case, logic will compel the conclusion that on Mill’s 
assumptions it is the normal one. As a condition prece- 
dent to the conclusion that one of the countries will 
obtain the whole of the gain from the trade and the 
other none of it, it is by no means necessary to assume 
an absolutely inelastic demand for one or the other of 
the commodities concerned. All that is necessary is that 
the total consumption by either of the countries of that 
commodity in which it is at a comparative disadvantage 
shall, on any terms of exchange within the limits set by 
comparative cost, be incapable of an equilibration in 
value with its export of the commodity in which it is 


5. Principles of Political Economy, Bk. III, chap. xviii. 
6. Loc. cit. 
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comparatively efficient. This will happen whenever a 
large country trades with a small one in commodities of 
approximately equal total value, or when two countries 
of approximately equal economic importance trade in 
commodities the total values of which show a consider- 
able disparity. It will be noted that Mill selected for his 
exposition countries of approximately equal size, and 
commodities (in his illustration at least) of approxi- 
mately equal total values. Let us see what would hap- 
pen (1) if, instead of England and Germany, he had sup- 
posed trade between England and Denmark in cloth and 
linen, and (2) if, instead of cloth and linen, he had sup- 
posed trade between England and Germany in cloth 
and, let us say, matches, assuming in the one case that 
the commodities are of approximately equal economic 
importance while the countries are not, and, in the other, 
that the countries are, while the commodities are not. 
Taking the first case and paraphrasing exactly Mill’s 
assumptions, with the substitution of Denmark for Ger- 
many, let us suppose that trade is initiated at the ex- 
change rate of 10 yards of cloth for 17 of linen. Such a 
trade must cause a rapid shifting of English production 
from linen to cloth, and of Danish production from cloth 
to linen, and, under the assumed conditions, nothing can 
stop this shifting until it has completely eliminated 
either the Danish production of cloth or the English 
production of linen. Since we are supposing that the 
total value of linen and cloth is in approximate equality, 
Denmark, as the smaller country, will be completely 
specialized in linen production while there are, perhaps, 
nine tenths of the English linen producers still left in 
that business, the specialization by the Danes being suffi- 
cient to drive only one tenth of the English linen pro- 
ducers into the making of cloth. In these circumstances 
the terms of interchange of cloth for linen must move to 








58 QUARTERLY JOURNAL OF ECONOMICS 


the extreme most favorable to Denmark, that is to say, 
10 cloth for 15 linen; for a supply of linen adequate to 
the English demand is not obtainable on any better 
terms, the terms which the English linen producers re- 
quire if they are to continue their operations. 

Let us go now to the second case, in which we shall 
suppose England and Germany, countries of approxi- 
mately equal importance, to possess a comparative ad- 
vantage in cloth and matches respectively, 10 yards of 
cloth exchanging for 15 crates of matches in England, 
and for 20 in Germany. The opening up of trade on the 
basis of 10 yards of cloth for 17 crates of matches will 
quickly put the English producers of matches out of 
that business and into the making of cloth. But the 
Germans will never be able to find in England a market 
for matches large enough to pay for their whole con- 
sumption of cloth, and they must therefore continue to 
produce cloth at home. Such a situation will mean that 
the terms of interchange of cloth for matches will move 
to the extreme most favorable to England, that is to say, 
10 yards of cloth for 20 crates of matches; for a supply 
of cloth adequate to the German demand is not obtain- 
able on any better terms, the terms which the German 
cloth producers require if they are to continue their 
operations. 

On Mill’s assumptions, then, the establishment in in- 
ternational trade of any stable equilibrium other than at 
one of the extremes of the possible terms of interchange 
is dependent upon the simultaneous elimination, in both 
the trading countries, of the industry of comparative dis- 
advantage. The chance of this happening is negligible; 
this is the extreme, the barely conceivable case, not, as 
Mill alleged, the normal one; while that which he re- 
garded as abnormal, namely that the terms of inter- 
change should go to one or other of the points which 
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mark. the limits of advantage, must (again on his as- | 
sumptions) prove to be the reality, unless the dice are | 
loaded by assuming trade in two commodities of ap-| 


proximately equal total consumption-value and between | 


two countries of approximately equal economic import- 
ance. 

Bastable, in his restatement of Mill, recognizes this 
difficulty so far as it applies to trade between a small 
and a large country,’ and attempts to minimize its im- 
portance by declaring (without proof) that the competi- 
tion of other nations would have a tendency to deprive 
the smaller country of this special advantage. In the 
end, however, he rather weakly concludes that ‘‘the 
probability is that a small country gains by opening up 
trade with a large one.” This alleged probability will be 
critically considered presently. For the moment it is 
enough to assert that the conclusion is unjustifiable,* to 
list it as (1) the first of several questionable inferences to 
which Mill and his disciples are led by the nature of 
their exposition of international trade doctrine, and to 
note, in addition, others as follows: 

(2) That the richest countries, ceteris paribus, gain the 
least by a given amount of foreign commerce: since, 
having a greater demand for commodities generally, 
they are likely to have a greater demand for foreign 
commodities, and thus modify the terms of interchange 
to their own disadvantage. Much depends here upon 
the content of the phrase ceteris paribus; but at any 
rate it will be demonstrated that the wealth of a country 
has no direct bearing on the percentage gains it may 
realize from international trade. 

(3) That, but for cost of carriage, every commodity 


7. Theory of International Trade, 4th ed., p. 43. 

8. Except in the case of a single \ 2ry small country trading with a large one and sub- 
ject to no competition in the sale of its «xports in the large country’s markets. This may 
be what is meant, but it has little apph :ability to actual conditions. 

9. Mill’s Principles, Bk. III, chap. xvi.', § 8. 
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would (if trade be supposed free) be regularly imported 
or regularly exported; and that a country would make 
nothing for itself that it did not also make for other 
countries. Bastable, it is true, questions this state- 
ment, but on the ground of varying costs of production 
within the country. So far as Bastable’s treatment of 
the subject goes, it would, however, be a perfectly valid 
inference from Mill’s implied, and Bastable’s express, as- 
sumption of constant costs. But it will be later shown 
that, even on the assumption of constant costs, it is 
erroneous. 

(4) That the more varieties of goods a country can 
offer for export, the better is its position in trade.? It 
will be pointed out, in due course, that the variety of a 
country’s exports is not a cause but an effect of the 
terms of interchange, and that those terms are more 
likely to be unfavorable to a country with a wide variety 
of exports than to one whose exports are few in number. 

It will be convenient to deal with these inferences in 
reverse order and for the moment to hold to the assump- 
tion of trade between two countries only, but in several 
commodities. We shall be using familiar terms if we 
take Bastable’s assumptions* that: 


Country A with one unit of Country B with one unit of 


preductive power can produce and productive power can produce 
10z 10z 
or or 
20y 15y 
or or 
100z 90z 


It will be recalled that the commodity z is introduced 
by Bastable after trade between A and B has been estab- 
lished on the basis of 10z for 16y. ‘‘B is now able,” says 
Bastable, ‘‘to offer to A not z only, but also z, and it will 


1. Mill’s Principles Bk. III, chap. xviii, § 3. 

2. This is not specifically stated in Mill, tho *’ is implicit in his treatment, and Pro- 
fessor H. G. Brown in his Principles of Commer ,e, Part II, chap. ii, p. 26, cites Mill as his 
authority for the statement as given above. 

3. Theory of International Trade, p. 36. 
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be to A’s interest to take some of the commodity 2 at 
17y = 90z, as there would be a gain of 5z by the trans- 
action, since, in A, ly = 52 -. 17y = 852... . B’s posi- 
tion as a trader will be improved.” * All of this is sound 
enough if we admit the logic of the method of introduc- 
ing commodities one by one. But taking the three com- 
modities together at the start as part of a single trading 
situation, it is clear that z could be an export of either A 
or B according to the terms of interchange of x and y. 
With the terms 10z for 16y, B can export z to A, as Bas- 
table points out; but with the terms 10z for 19y, A can 
export z to B, for A can produce 95z as easily as 19y 
and it will be to B’s interest to take anything above 90z 
for 10x. At anything less than 18y for 10z, B can export 
z in addition to x; at anything more than 18y for 10z, A 
can export z in addition to y. In other words, the com- 
parative advantage in z shifts from one country to the 
other according to the shifting in the terms on which x 
and y are exchanged; and this may be generalized in the 
assertion that any commodity, except those two which 
mark the limits of the greatest difference in productive 
power between the exchanging nations, are potential ex- 
ports (or imports) of either. 

This will be clearer if, with Bastable, we take into 
consideration a fourth commodity, w, relative produc- 
tive powers being assumed to be: 


InA In B 
10x 10x 
20y 15y 
100z 90z 
50w 40w 


‘‘Here,”’ says Bastable, ‘‘if the ratios of exchange be, as 
would follow from the last case, 102 = 17y = 902, it will 
be A’s interest to offer 45w for 10z, since it thus gains 
5w; it is, too, for B’s advantage to accept these terms, as 


4. Theory of International Trade, p. 36. 
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it will also gain a similar amount.” > The fact is, how- 
ever, that if A can get 10z for 17y, it will not be to its in- 
terest to offer 45w, which in A is the equivalent of 18y, as 
it would be better to continue to offer y.6 A would, how- 
ever, instead of 17y, be willing to give up to 42}w in ex- 
change for 10x, and anything over 40w would be accep- 
table to B. B might, on the other hand, use w for export 
if the terms of interchange of x and z for y should fall 
below 16y = 10z or 90z. B could then give something 
more than 40w for 16y, and this would be acceptable to 
A, where 16y is equivalent to 40w. The export of w, 
then, is not to be regarded as a resource peculiar to A, 
nor z as one peculiar to B. The fact is that y is an in- 
evitable export of A and z an inevitable export of B, be- 
cause these are the commodities which mark the limits 
of the greatest difference in productive power between 
A and B; or, to put it more familiarly, y is the commod- 
ity in the production of which A has a comparative ad- 
vantage as against all other commodities, and x the 
commodity in which B has. But w and z may be exports 
of either A or B according as the terms of interchange of 
xz and y move one way or the other. For, according to 
the assumed conditions: 


For 15 y, B will give a maximum of 10x, 902, or 40w, while for 
15 y, A will take a minimum of 7}2, 752, or #3}. 
x, 2, and w are therefore all potential exports of B and potential 
imports of A. 


On the other hand: oil’ 


For 10z, A will give a maximum of 20y, 100z, or 50w, while for 
10z, B will take a minimum of 15y, 90z, or 40w. 
y, 2, and w are therefore all potential exports of A and potential 
imports of B. 


5. Theory of International Trade, p. 36. 

6. To offer 45w would, moreover, controvert Bastable’s assertion (Theory of Inter- 
national Trade, p. 23) that, in the premises laid down, commodities produced in either 
country will exchange in that country on the basis of cost of production. A will presum- 
ably not sell w abroad on any different terms than at home; but, if Bastable’s statement 
is correct, 17y would exchange for 45w, which is not in accord with their costs of produc- 
tion in A. 
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Similarly it could be shown that every commodity but 
one is a potential export from any given country,’ every 
movement of the terms of interchange increasing the 
number of commodities capable of export by the country 
to which the movement is unfavorable and diminishing 
the number capable of export by the country to which 
the movement is favorable. The fact that a country is 
able to offer a wide variety of goods for export raises, 
therefore, no presumption whatever that the terms of in- 
terchange will be favorable to that country, but rather 
leads to the conclusion that they have been unfavorable; 
such a situation is, in short, not a cause of favorable but 
an effect of unfavorable terms of interchange.*® 

This transfer of exports from one to the other of two 
trading countries furnishes the check to the movement 
of the rates of interchange against a country for whose 
original exports the foreign country’s demand shows an 
elasticity of less than unity, since it automatically 
diminishes the number, and therefore the total value, of 
the foreign country’s exports, and increases that of the 
home country’s. For this situation of a demand of less 
than unitary elasticity, the classical economists furnish 
no solution. They merely dismiss it as improbable, tho 
everyday facts show that it would be by no means out of 
the question in the premises they themselves set up. 

From the statement thus far made it will be clear that, 
under the assumed conditions, so long as a country im- 
ports more than one commodity (or exports a variety of 

7. Cost of transport, it will be remembered, is abstracted. 

8. It may of course happen that a country, A, has a great number of goods in the pro- 
duction of which its comparative advantage is but little less than in that commodity in 
which its comparative advantage is greatest; and as each commodity, as it becomes 
available for export, will, in the assumed conditions, represent a transfer from the export 
list of the foreign country to that of A, the movement of the terms of interchange against 
A, which is due to A’s excess of demand for imports over the foreign country’s demand 
for exports, cannot proceed very far until it is checked by the advent of equilibrium, in 
which case the terms of interchange will be fairly favorable to A. But when a country 


shows a wide variety of exports there is no reason to suppose that this, rather than its 
opposite, is the case. 
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commodities at least two less in number than it con- 
sumes), it must obtain some share of the gains arising 
from its international trade,® for the terms of inter- 
change could move still further against it until the 
penultimate import was supplanted by home produc- 
tion, and even then it would be deriving some slight 
advantage from the remaining import. It is well-nigh 
impossible that a country should, with trade free, fail to 
import more than one commodity; and the true reason 
for Mill’s statement that it is barely conceivable that 
one of two trading countries should obtain all the ad- 
vantages of the trade between them and the other no 
advantage at all (except so much as would be requisite to 
provoke the demand for imports as against the domestic 
production of the commodities of comparative disad- 
vantage) is that which is given above, not the quite un- 
tenable reason which Mill actually gives, that, to deprive 
a country of any gain from international trade, its de- 
mand for the imported goods must be absolutely inelas- 
tic. The truth of Mill’s statement is, indeed, dependent 
upon the assumption of trade in more than two com- 
modities and, as has been shown, cannot be demon- 
strated when exchange is confined to two commodities 
only. 

The line dividing national comparative advantage and 
disadvantage is a moving line, its position at any mo- 
ment being determined by the then present rate of inter- 
change of international products. If we should arrange 
in a column the names of the commodities consumed by 
any given country, placing at the top and at the bottom, 
respectively, the two commodities in which that country 
showed the widest difference in productive power when 
compared with the foreign trading world in general, 
then, taking the commodity last on the list as a base, 


9. Unless indeed in the highly improbable event that its comparative disadvantage in 
its several imports be identical each with the other. 
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and measuring in the same way, should set down in the 
order of diminishing difference in productive power all 
the commodities lying between the two originally se- 
lected, we should have a list in which that country 
would have a comparative advantage in the production 
of any commodity on the list over all the commodities 
which succeeded it, and a comparative disadvantage, 
therefore, with regard to all the commodities which pre- 
ceded it. But the line dividing national comparative 
advantage and disadvantage might settle anywhere be- 
tween the two extreme commodities, and would shift 
from time to time as the terms of exchange of interna- 
tional products moved in one direction or the other.' 
The logic of the situation is this: if trade be opened up 
between two countries which at the start trade only 
with each other and exchange but two commodities, 
those commodities would presumably be the two at the 
extremes of the lists prepared as above (for the list of one 
country needs only to be reversed to provide that of the 
other); and if the amount and intensity of demand of 
country A for the goods it was importing should cause A 
to require a greater value of import than B, A must offer 
better terms, and will continue to do so, if necessary, until 
some other commodity presents as good an opportunity 
of profit on export by A as did the original commodity. 
This second commodity will then be exported along with 
the first. If both together are inadequate to meet the 
value of the import which A requires from B, they will 
both be offered on better terms (the price of both falling 
together so as to keep a constant ratio to cost of produc- 
tion), until some third commodity becomes available for 
export, and so on until a balance of values is achieved.” 


1. See on this point Marshall, Money, Credit and Commerce, Appendix H. 


2. This principle has some application to a protective policy. Protection is usually in- 
voked to cover commodities which, in the list of goods consumed, would be not far be- 
low the line of comparative advantage at the moment. Such protection cuts down on 
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Tho the foregoing is the logic of the situation, in ac- 
tual fact several commodities would probably be ex- 
ported and imported by both countries immediately on 
the opening up of trade, and the commodities in which 
the respective countries possessed the greatest compara- 
tive advantage would be exported in increasing volume 
by both countries, until their price fell so far in the im- 
porting country as to leave no greater profit than would 
be realized on the exports in which productive compara- 
tive advantage was not so great. Since this adjustment 
is a matter, not of inter- but of intra-national competi- 
tion, the classical economists are, on their own premises, 
bound to assume that the prices of all exported goods, 
measured in any commodity not imported, will ulti- 
mately correspond to cost of production (tho, as we have 
seen, Bastable here falls into a contradiction); and, 
since constant cost is assumed, the prices of exports 
must preserve the same relation to each other after, as 
before, international trade is opened up. It is in the 
prices of imports that the gain will make itself manifest. 

The inevitable conclusion is that the export of sec- 
ond, third, and later commodities is forced upon a coun- 
try by the volume and intensity of its demand for im- 
ports, and that, as this process develops, its gains per 
unit diminish from those which are realized on its pro- 
duct of greatest comparative advantage to those realized 
on its second, third, and later commodities of inferior 
comparative advantage, the diminution in gain being 
spread over the whole trade and not merely over that 


those imports which, of all the goods imported, cost least to make at home, and it also 
cuts down on the exports, which, of all the goods exported, cost most to make at home. 
The result is to secure those goods as imports which would cost a very great deal more to 
produce at home than to import, and to secure them with exports which cost less per 
unit of import than before the protection. The ratio of gain from international trade 
will thus tend to increase, the total gain may or may not. This is simply another form of 
the old doctrine that duties may change the terms of interchange of goods in favor of the 
levying country, tho it is more applicable, as the old doctrine was not, to protective than 
to revenue duties. 
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part of it most recently entered upon. The greatest ratio 
of gain from international trade will probably therefore 
be obtained by the country which can secure all its im- 
ports by the export of one commodity only, for this 
commodity will be that which the given country can 
produce with the greatest comparative ease. The more 
commodities exported, the further must one go down the 
gamut of comparative advantage, and the smaller will 
be the difference between the cost of exported goods and 
the cost which would be necessary to produce at home 
the imported commodities which are obtained in ex- 
change for them. This conclusion is sufficiently attested 
by experience. Chile with nitrates, East India with 
rubber, Cuba with sugar, procure the bulk of their 
respective imports. Surely it will not be denied that 
recourse to other exports on the part of any of these 
countries (technological conditions remaining unchanged) 
would mean that the gains from their principal export 
had declined so far that it had become as profitable 
to export other things as to export the original staple, 
and that the latter condition of these countries would 
then be worse than the former. This was shown 
clearly enough during the late war by Brazil, when its 
market for coffee was suddenly, in large part, swept 
away. In her distress Brazil developed a considerable 
variety of exports which she had not sent out in the 
period of her prosperity; but no one supposes that this 
situation was an improvement on the former status of 
that country. 


So much for the doctrine that a wide variety of ex- 
ports makes for favorable terms of exchange. Let us 
now proceed to an examination of the statements that, 
but for cost of carriage, every commodity would be reg- 
ularly imported or exported, no country making any- 
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thing for itself that it did not also make for other coun- 
tries; that the richest countries gain the least from a 
given amount of foreign commerce; and that small 
countries gain the larger share of trade with large ones. 
Instead of taking, as above, two countries and four 
commodities, let us take four countries and two com- 
modities, the countries A, B, C, and D being in eco- 
nomic importance in the ratio 1 : 2 :3:4. Suppose that 
for one unit of productive power (not necessarily iden- 
tical in the several countries) there can be produced: 


In A In B In C In D 
10 cloth 10 cloth 10 cloth 10 cloth 
or or or or 
15 linen 21 linen 30 linen 18 linen 


Suppose A offers 10 cloth for 16 linen. B, C, and D will 
all want to sell linen for cloth on these terms, and as all 
are larger than A, the price of cloth must move in A’s 
favor. How far will it move? Let us try 10 cloth for 18 
linen. At this rate of interchange D will have no interest 
in buying or selling abroad, but B and C will still want to 
exchange linen for A’s cloth, and as both are larger than 
A, the terms of interchange must, from A’s point of view, 
continue to improve. But as soon as they go beyond 18 
linen for 10 cloth, D joins A as an importer of linen and 
an exporter of cloth. A and D together represent a pro- 
ductive and consuming capacity approximately equal to 
B and C, and this is therefore a situation which promises 
stability. Further, if the price of cloth in linen should 
rise to 10 cloth = 21 linen, B will drop out as an im- 
porter of cloth and exporter of linen, leaving C alone in 
that capacity, while both A and D will still be import- 
ers of linen and exporters of cloth. Their combined 
productive and consuming capacity being greater than 
C’s, their competition must drive the price of cloth 
down to something less than 21 linen for 10 cloth, when 
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B will again enter the field as a buyer of cloth and seller 
of linen. The range within which the terms of inter- 
change of cloth for linen must fall is therefore 10 cloth = 
18 to 21 linen, the play of reciprocal demand fixing the 
exact terms within those limits. Let us suppose the 
terms to settle at 10 cloth = 19.5 linen. At this price C, 
the second largest country, makes the greatest gain, 
since it can produce 30 linen as easily as 10 cloth and has 
to give but 19.5 of them to secure 10 cloth. A, the small- 
est country, makes the next largest gain, as it obtains 
19.5 linen for 10 cloth, whereas it could itself produce 
but 15. B and D, respectively the next to the smallest 
and the largest countries, make an equal small gain. 
There is here shown no tendency for small countries to 
secure a paradoxical lion’s share of the gains from trade 
with larger ones. What actually happens is that the 
play of international competition fixes a fairly narrow 
range within which the terms of interchange of traded 
commodities must move, and that the greatest gains 
from international trade are secured by those countries 
in which the rate of interchange of the commodities con- 
cerned would, in the absence of international trade, be 
farthest away from the rate actually established, while 
the smallest gains are secured by those countries in 
which the rate of interchange of the commodities con- 
cerned would, without international trade, approximate 
that which is actually established when that trade is 
carried on. 

This point will be brought out more clearly, and other 
points will be established, if a third commodity be intro- 
duced, when we shall be dealing with a situation which 
approximates actual conditions and avoids the errors 
arising from the artificiality of the method employed by 
the classical economists, which failed to take into ac- 
count competition among countries, or the possibility of 
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one country taking up the production and export of 
more than one commodity. 

Let us suppose, then, four countries, A, B, C, and D, 
trading in three commodities, cloth, linen, and chairs. 
Let it be assumed that before international trade is 
opened up, each country devotes one third of its re- 
sources to each of the three products, and that each in- 
creases its consumption of the three products propor- 
tionately, as it secures gains from international trade. 
Let the productive power of the four countries, mea- 
sured in cloth, be in the ratio 1 :2:3:4. Let one unit of 
productive power yield: 


In A In B In C In D 
10 cloth 10 cloth 10 cloth 10 cloth 
or or or or 
19 linen 20 linen 15 linen 28 linen 
or or or or 
42 chairs 24 chairs 30 chairs 40 chairs 


and let it be assumed that, on a non-specialized basis 
without international trade, there would be produced in 
a given time: 

InA InB Inc In D 
10,000 cl. (10) 20,000 cl. (10)  30,000cl. (10) 40,000 el. (10) 


19,0001. (19) 40,0001. (20) 45,0001. (15)  112,0001. (28) 
42,000 ch. (42) 48,000 ch. (24) 90,000 ch. (30) — 160,000ch. (40) 


What will be the terms of interchange under interna- 
tional trade? Let us try 10 cloth = 19 linen = 42 
chairs. At this rate of interchange B, C, and D will all 
want to buy chairs with cloth or linen, while A will find 
no motive in trade. The price of chairs must rise rapidly. 
Suppose it rises to the point where the terms of inter- 
change of products are 10 cloth = 19 linen = 30 chairs. 
At these prices A will specialize on chairs, B on linen, C 
on cloth and chairs, and D on linen (since on these terms 
D has a greater advantage in linen than in chairs). 
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With B and D specializing on linen the price of that 
commodity must fall, since their total production would 
be 3 X 40,000 plus 3 X 112,000 = 456,000 linen,* an 
amount far in excess of the total requirement of linen by 
all four countries, on the assumption that each country 
expands its demand for linen in proportion to its gains 
from trade. How far will the price of linen fall? Sup- 
pose it falls to 10 cloth = 22 linen = 30 chairs. At 
these prices A will specialize on chairs, B on cloth, C on 
cloth and chairs, and D on chairs (for at these new prices 
D has a greater advantage in chairs than in linen). Un- 
der these circumstances the supply of linen will rapidly 
decline, since no country finds its comparative advan- 
tage in that line. On the terms 10 cloth = 19 linen = 30 
chairs, then, too much linen tends to be produced, while 
on the terms 10 cloth = 22 linen = 30 chairs, there is no 
tendency to produce linen at all. When, in other words, 
D specializes in linen, the price of linen falls; but when, 
as a result of that fall, D specializes in chairs, the supply 
of linen tends to fall off to zero, since B as a result of the 
same fall in price tends to go in for the production of 
cloth rather than linen. The price of linen will therefore 
move upward from the 10 : 22:30 ratio. No stability 
can be reached while D specializes exclusively in either 
linen or chairs, and the only solution is to have D pro- 
duce both of these commodities. The terms of exchange 
which will accomplish this are 10 cloth = 21 linen = 30 
chairs; for on those terms D has an equal comparative 
advantage in linen and chairs and will therefore do as 
well in one as in the other. The ratio of 21 linen to 30 
chairs (7 linen to 10 chairs), which gives D an equal com- 


3. Without specializaticn equal resources are devoted to each of the three products. 
With specialization each country can therefore produce three times its production of any 
one commodity under the non-specialized régime. 

4. It will be well in indicating price changes to keep 10 cloth as a constant base, and to 
show a rise or fall in cloth relative to linen or chairs, and of linen and chairs relative to 
each other, by changing the number of linen or chairs offered for 10 yards of cloth. 
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parative advantage in both linen and chairs, could of 
course be preserved with an exchange rate for each 
against cloth very different from that here laid down, 
but, with any other than the terms 10 cloth = 30 chairs, 
C, a large country, would specialize in either cloth or 
chairs exclusively, according as one or the other sold on 
better-terms, and, along with A’s chairs or B’s cloth, 
would flood the market with its specialty and would 
force a readjustment in price. 10 cloth must therefore 
exchange for 30 chairs, and 21 linen must exchange for 
30 chairs. The rate of interchange 10 cloth = 21 linen 
= 30 chairs is consequently the only rate which will 
show any stability, and it is stable because, under it, 
both C and D, the two large countries of the four, tend 
to diffuse their productive resources rather than con- 
centrate them upon a single product and thus to keep a 
balance of production which is impossible when they de- 
vote their efforts to the production of but one com- 
modity.® 

But it must not be supposed that C and D will divide 
their productive resources equally between the two pro- 
ducts they manufacture, tho in a non-specialized régime 
they would have done so. How much of each they will 
produce, when stabilized conditions are attained, will 
depend upon the preceding play of prices, which will 
have encouraged a greater production in one line than in 
the other, according to the relative supplies which were 
forthcoming from other centers of production. If we 


5. For it must be remembered that, under the assumed conditions, specialization 
upon one product enables the specializing country to turn out three times its original 
production of the product in which it possesses a comparative advantage. If the country 
is relatively large, this may be more than enough to supply the whole market. Thus if 
we denote the productive capacity of the four countries in their commodities of compara- 
tive advantage by the figures 1 : 2: 3:4 and suppose a concentration by the largest 
country on one commodity, its production of that commodity would be represented by 
12, and this would probably exceed the total demand of all four countries for that pro- 
duct in spite of the increase in demand which would arise from the improvement in con- 
ditions effected by trade. For the original total consumption would be something less 
than 1+2+3-+4, that is, 10, and the present production is 12. 
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take the figures of production on a non-specialized basis 
as given on page 70, and suppose that, after interna- 
tional trade is opened up, the gains which each country 
derives from that trade are spent so as to keep the same 
proportionate consumption of each of the commodities 
as prevailed under the non-specialized régime, it is pos- 
sible to determine with a high degree of exactness just 
what the trade would be. 

We have seen that the terms of interchange will be 10 
cloth = 21 linen = 30 chairs, and that on these terms A 
will produce chairs, B cloth, C cloth and chairs, and D 
linen and chairs. When A specializes exclusively in 
chairs it can produce in the given period 126,000 chairs 
(3 X 42,000). To preserve the original proportions in 
A’s consumption of cloth, linen, and chairs (viz., 10 :19 : 
42), A will retain 53,370 of these chairs, and will export 
72,630 in exchange for 12,710 yards of cloth and 24,1507 
yards of linen. 

When B specializes exclusively in cloth, it can produce 
in the given period 60,000 yards of cloth (3 X 20,000). 
To preserve the original proportions in B’s consumption 
of cloth, linen, and chairs (viz., 10 : 20 : 24) B will retain 
21,800 yards of cloth, and export 38,200 yards in ex- 
change for 43,596 yards of linen and 52,320 chairs. 


6. This exposition will be followed more easily if reference is made as required to the 
table on page 76. 

7. It will be found that the margin of error in these and the following proportions is 
not more than one in four thousand. It would be easy to make them much closer than 
this, but it would involve the use of long and clumsy decimals and it seemed better to 
deal in round numbers. 

The method adopted for obtaining the desired proportions is as follows. Take the 
proportions in country A—10: 19:42. At the rate of interchange finally established 

10 cloth = 30 chairs 
19 linen = 27} “ 
42 chairs =42 “ 


10 cloth plus 19 linen plus 42 chairs = 994 chairs. 

But by concentrating on the production of chairs, country A, for the same effort that 
will yield 10 cloth plus 19 linen plus 42 chairs, can produce 126 chairs. The con- 
sumption in A of the respective commodities under a trading régime will therefore be to 
the consumption under the non-trading régime in the proportion of 126 to 994, since the 
productive efficiency of A is increased in that proportion. 
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C produces both cloth and chairs. If its whole pro- 
ductive power were concentrated on cloth, it could pro- 
duce in the given period 90,000 yards of cloth (3 x 
30,000) ; if on chairs, it could produce 270,000 chairs (3 x 
90,000). Taking either as a base, it will be found that to 
preserve the original proportions in C’s consumption of 
cloth, linen, and chairs (viz., 10 : 15 : 30), C must use 
33,158 yards of cloth, 49,735 yards of linen, and 99,474 
chairs. Now D is the only country producing linen. 
A, B, and C must all, therefore, obtain their linen from 
D. We know how much linen each will consume (24,- 
150; 43,596; and 49,735 yards respectively), and there- 
fore how much linen will be exported by D (117,481 
yards). In the same manner as for C we may find that to 
preserve the original proportions in D’s consumption of 
cloth, linen, and chairs (viz., 10 : 28 : 40), D must use its 
productive power to secure 43,636 yards of cloth, 122,- 
182 yards of linen, and 174,548 chairs. Having the 
amount of linen exported by D (117,481 yards). and the 
amount consumed at home (122,182 yards), addition 
will give us the total production of linen in that country, 
viz., 239,663 yards. The rest of D’s productive capacity, 
devoted to chairs, will yield 137,624 units of that pro- 
duct; but as D requires 174,548 for its own consump- 
tion, it must import, from A or C, 36,924 chairs. We 
have now obtained the figures of production in A, B, 
and D; C, it will be remembered, produces cloth and 
chairs. B is the only other country producing cloth. We 
know howmuch clothB produces (60,000 yards), and how 
much B itself consumes (21,800 yards). Subtraction will 
then give us how much cloth B exports (38,200 yards). 
We know also how much cloth A and D import (12,710 
and 43,636 yards respectively). This is greater than B’s 
export by 18,146 yards, and this amount must therefore 
be obtained from C. Add this to C’s own consumption 
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of cloth and we get C’s production of that commodity, 
viz., 51,304 yards. The rest of C’s productive capacity 
is devoted to chairs, of which it will produce 116,088. Its 
own consumption of chairs is 99,474 and it thus has 
for export 16,614. These together with A’s export of 72,- 
630 chairs will just be adequate to meet the demand of 
B and D. 

The table on the following page will show the whole 
situation clearly. 

The data from which this trading situation was de- 
veloped were random selections, and similar results 
would have been achieved with practically any figures 
one might take. Yet the results are quite at variance 
with the conclusions on international trade which have 
been drawn by Mill and his followers. Thus, tho Mill 
claimed that, under the conditions we have assumed, no 
country would make anything for itself that it did not 
make for other countries, we find country D not only 
making chairs but importing them; moreover it is abso- 
lutely essential that D should do so if any stability is 
ever to be reached or retained in the trade between A, B, 
C, and D. For if D should at any time produce enough 
chairs for its own consumption, or even increase its pro- 
duction slightly, the supply of chairs from A must be 
sold at such low prices as to make it unprofitable for D 
to continue in that line; while if D should go out of chair 
manufacture altogether, or even diminish its production 
of that commodity slightly, and turn its productive 
powers to the making of linen, the increased supply of 
linen would so lower its price as to make it unprofitable 
for D to continue to manufacture linen. The play of 
prices will therefore cause D to produce both chairs and 
linen, chairs in a supply inadequate for D’s own needs, 
linen in a supply sufficient for D’s needs and for the 
needs of the other three countries as well. Similarly the 
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play of prices will set C producing both cloth and chairs; 
but, unlike D, C will export both of these commodities 
in exchange for imported linen. There is no inherent rea- 
son why a country, in the premises laid down, might not 
produce exactly its own consumption of any or all com- 
modities, and neither export nor import, tho the chances 
of this happening are extremely small. 

Let us now consider the proposition that the richest 
countries gain the least from a given amount of foreign 
commerce. If we assume, as has not been necessary 
hitherto, that a unit of productive power is identical in 
all four countries, then the wealth (per capita) of A, B, 
C, and D, before the opening up of international trade, 
might reasonably be supposed to be in proportion to 
their general productive powers. If one unit of produc- 
tive power (identical in the four countries) yields 10 
cloth in each of them, then per capita wealth will depend 
upon the relative productivity of the several countries in 
the other commodities. Inspection will show that D will 
be the richest country, A second, B third, while C will be 
the poorest of them all. How do they share in the gains 
from international trade? These can be determined by 
comparing the consumption of any one of the three com- 
modities in the several countries before and after inter- 
national trade has been established. This is shown on 
pages 70 and 76. It will be found that the percentage 
gains from international trade are as follows: A, 27.1; 
B, 9.0; C, 10.53; D, 9.04. There is certainly no correla- 
tion here between poverty and large percentage gains 
from international trade. Ranged in order of poverty, 
the countries are C, B, A, D; ranged in order of percent- 
age gains from international trade, they are A, C, D, B.® 


8. It is interesting to note that the country with the highest percentage of foreign to 
domestic trade, gains the least from its foreign trade. B’s foreign trade is a larger propor- 
tion of its total trade than is the case for any of the other countries, yet its gains (per 
cent) are the smallest of all. This is doubtless merely a coincidence, but it serves to 
refute a popular superstition. 
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As to the allegation that a small country tends to se- 
cure the larger share of the gains arising from inter- 
national trade, it turns out that A, the smallest country, 
makes the highest percentage gain. This will presently 
be shown to be fortuitous, but meanwhile it is pertinent 
to point to the fact that B, the smallest country aside 
from A, makes the lowest percentage gain, while the 
large countries C and D are in an intermediate position. 

That A’s large gains are due merely to the special sit- 
uation, and that a large share of the gains accruing to 
the smallest of several trading countries is not a constant 
result of international commerce, may be shown by tak- 
ing new data. Suppose that a unit of productive power 
will produce: 


In A In B InC In D 
10 cloth 10 cloth 10 cloth 10 cloth 
or or or or 
27 linen 28 linen 15 linen 35 linen 
or or or or 


30 chairs 24 chairs 27 chairs 40 chairs 


and that in a given time there can be produced: 


By A By B By C By D 
20,000 cloth 30,000 cloth 30,000 cloth 30,000 cloth 
or or or or 
54,000 linen 84,000 linen 45,000 linen 105,000 linen 


or or or or 
60,000 chairs 72,000 chairs 81,000 chairs 120,000 chairs 


that is to say that B, C, and D are, in productive power 
(measured in cloth), all in the ratio of 3:2 to A. Experi- 
ment will show that the only terms of exchange which 
will give stability are 10 cloth = 27 linen = 30 chairs, or 
something very close to this ratio. Thus, if linen tem- 
porarily rises or falls above this ratio, a transfer of pro- 
ductive power into or out of the manufacture of linen 
will go on until equilibrium is restored, and the same is 
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true of chairs. This will be evident if we take figures just 
on one side or the other of the 10 : 27 : 30 ratio. 








10 cloth = 26 linen 
= 30 chairs 


10 cloth = 28 linen 
= 30 chairs 


10 cloth = 27 linen 
= 29 chairs 


10 cloth = 27 linen 
= 31 chairs 





A will produce 
linen 

B will produce 
linen 

C will produce 
cloth 

D will produce 
linen 


Linen must fall in 
price 


A will produce 
cloth and chairs 
B will produce 
cloth and linen 
C will produce 
cloth 

D will produce 
chairs 


Linen must rise 
in price 


A will produce 
chairs 

B will produce 
linen 

C will produce 
cloth 

D will produce 
chairs 


Chairs must fall 
in price 


A will produce 
cloth and linen 
B will produce 
linen 
C will produce 
cloth 
D will produce 
linen 


Chairs must rise 
in price 




















But with the rate of interchange 10 cloth = 27 linen = 
30 chairs, B will produce linen, C cloth, D chairs, and A 
all three, and a stable condition of trade can be estab- 
lished. Working this trade out on the lines already indi- 
cated at a ratio of interchange of 10 cloth = 27 linen = 
30 chairs, we shall find the situation shown on page 80. 

Country A, the smallest country of the four, will, when 
equilibrium is reached, be receiving no gain at all from 
its international trade, the terms of interchange in the 
international market being precisely those which would 
prevail in A if it carried on no foreign trade. The classi- 
cal economists would have said that in these circum- 
stances A would do no foreign trading. But this is not 
so. For so long as the terms of interchange of cloth, linen, 
and chairs show any deviation from the 10 : 27 : 30 ratio, 
A will push the production and export of the com- 
modity which that deviation favors, and this special- 
ization will of necessity mean a pro tanto withdrawal 
from the production of some other commodity or com- 
modities, and their consequent import. But the terms 
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of interchange will inevitably shift from the 10: 27 : 80 
ratio if A attempts to be self-sufficing; for D’s pro- 
ductive power in chairs is so great as to make it 
impossible to sell that commodity on the 10 : 27 : 30 
basis, if B and C are the only foreign markets available. 
In this situation the price of chairs must fall, and it will 
then pay A to import them, sending out cloth and linen 
in payment. But after the requisite number of chair pro- 
ducers in A have been driven into other lines by the fall 
in the price of chairs, the terms of interchange will tend 
to stabilize at the 10 : 27 : 30 ratio, leaving some chair- 
makers in A, but not enough fully to supply A’s con- 
sumption of that commodity. If the withdrawal from 
chair production in A should be overdone, the price of 
chairs would rise, and a reverse movement would take 
place, leading to the establishment of the 10 : 27 : 30 
ratio with A producing about one sixth of its consump- 
tion of chairs as indicated on page 80. 

If A were a still smaller country, say one third instead 
of two thirds as large as B, C, and D (measured in the 
production of wool), all of A’s producers of chairs would 
be driven out of business by D, before D’s production 
could be absorbed on the 10 : 27 : 30 basis, and the terms 
of exchange must shift to a ratio which will enable D to 
produce some other commodity to as great advantage as 
chairs. Trial will show that this ratio will be 10 cloth = 
27 linen = 30% chairs. On these terms of interchange A 
will produce cloth and linen, B linen, C cloth, D chairs 
and linen, and the trade will then be carried on as shown 
on page 82. 

From these examples it is clear that the alleged tend- 
ency of a small country to secure the greater portion of 
the gains arising from its trade with larger countries is 
without scientific foundation in a trading world which 
consists of many countries and deals in many commod- 
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ities. The scintilla of truth in the idea lies in the fact 
that a small country may be able to specialize exclusively 
on a single commodity in which it possesses a very great 
comparative advantage, and obtain all its imports 
through the export of this one commodity. But were 
this condition realized, it would run directly counter to 
another of the classical propositions, viz., that a variety 
of exports makes for favorable terms of interchange. 
We have seen rather that wnfavorable terms of inter- 
change make for a variety of exports, and it is interest- 
ing to note that in the cases given above (tho this was 
not the point at issue), the countries with the greatest 
variety of exports are invariably in a relatively bad 
position so far as their percentage gain from interna- 
tional trade is concerned, and are usually in the position 
absolutely the worst. 

In refutation of the doctrines of the classical school, — 
doctrines based upon an overabstraction the results of 
which cannot be imported into a more complex trading 
situation, — it has been shown that: 

(1) International trade may be carried on by a coun- 
try which obtains no advantage whatever therefrom, 
the play of prices forcing a distribution of productive 
powers which will result in such a country producing 
more than its own demand for some commodities and 
less than its own demand for others. 

(2) A great variety of exports is not a cause of favor- 
able, but an effect of unfavorable, terms of interchange 
of the products of any given country for those of other 
countries. 

(3) Even abstracting cost of carriage and assuming 
constant cost of production, a country may produce a 
commodity without exporting it, and may import a 
commodity which it also produces. Compare this with 
Mill’s dictum that, but for cost of carriage, every com- 
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modity would (if trade be supposed free) be either reg- 
ularly imported or regularly exported, and that a coun- 
try would make nothing for itself which it did not also 
make for other countries. 

(4) Rich countries are at no disadvantage in inter- 
national trade, and poverty is no security against un- 
favorable terms of interchange. 

(5) Small countries are at no advantage in interna- 
tional trade, unless they can specialize to the extent of 
devoting their whole resources to the production of one 
or two commodities for export in exchange for imports 
which, to produce at home, would have cost them much 
more than the exports with which they bought them. 
To the degree, of course, that any country, small or 
large, can do this, will its gains from international trade 
be great. This is a matter of soil, climate, natural re- 
sources, situation, and many other factors, of which 
size is one. 

So much for the negative aspects of the present anal- 
ysis. The positive conclusions may be set down in the 
following propositions: 

1. Competition is as significant in the theory of inter- 
national values as in that of domestic; and just as in 
domestic trade the abstraction of all but two individuals 
land two commodities from a market, and the later intro- 
duction of new commodities and new traders, would give 

s results very different from those which would issue 

ut of a consideration of the market as a simultaneous 
whole, so does a similar method in the theory of inter- 
mational trade result in conclusions that have no applica- 
ition to reality.° 

2. Quite apart from changes in the conditions of pro- 
duction, the comparative advantage of any given coun- 
try is not a fixed but a shifting thing, moving according 


9. See Marshall, Principles of Economics, Appendix F. 
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to the alterations which take place in the rate of inter- 
change of the traded commodities. A movement of the 
terms of exchange against any country is accompanied 
by an increase in the number of commodities capable of 
export by that country and a diminution in the number 
of commodities capable of import. 

3. The shifting of commodities from the export to the 
import side, or vice versa, as the rate of interchange of 
goods moves in one direction or the other, prevents a 
precipitous movement in that rate such as, without this 
check, would take place whenever the phenomenon of an 
elasticity of demand less than unity should appear, a de- 
mand, that is, which diminishes less than proportion- 
ately to a rise in price.! 

4. A country secures a smaller or larger share of the 
gains arising from international trade according to the 
degree in which the rate of interchange of commodities 
which secures equilibrium in international trade varies 
from the rate which would prevail in the exchange of the 
commodities concerned within the country, were that 
country on a self-sufficing basis. So far as the share in 
the gains is concerned, it makes no difference whether 
this variation is due to great superiority in the produc- 
tion of the goods which areexported or to great inferiority 
in the production (were any produced) of the goods 
which are imported. 

5. A country may, as a supplement to home produc- 
tion, import a commodity in which it has a comparative 
advantage as great as in those commodities which it is 
exporting. (See, for example, the case of country D in 
the production of chairs, page 76). 

6. The distribution of productive resources within a 
country (with trade free) is determined not only by the 


1. See also Marshall’s interesting discussion of this and related topics in his Money, 
Credit and Commerce, Appendix J. 
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principle of comparative advantage, but also by the gen- 
eral trading situation, and may result in very unequal 
relative development of two industries which, at a given 
rate of interchange of their products, offer equal oppor- 
tunities of profit. 

7. In international trade the fluctuations in the rate 
of interchange of such commodities as are produced at 
approximately constant cost, and such fluctuations in 
the rate of interchange of other commodities as are not 
due to changes in the cost of production of one or more 
of them, will, if those commodities be produced in sev- 
eral countries, be confined within a rather narrow range. 
This is due to the fact that any alteration in the rate of 
interchange will affect the margin of comparative ad- 
vantage of some country in the production of some one 
of the commodities concerned, will bring that country 
in as an exporter where formerly it was an importer, or 
as an importer where formerly it was an exporter, ac- 
cording as the terms of interchange move one way or the 
other, and, by the affected country’s addition to the 
supply or demand side, will keep the terms of inter- 
change from moving far from their original position. 
There would thus seem to be but slight opportunity of 
seriously affecting the terms of international interchange 
of products by duties or otherwise. 


Frank D. GRAHAM. 


PRINCETON UNIVERSITY 








THE LIFE AND WORK OF MAX WEBER! 


SUMMARY 


Weber’s life, field of work, principal publications, 88. — His position 
on the method of social science, 90. — The “Ideal Type’ and its meth- 
odological significance, 95.—Its bearing on the methods of economics, 
98.— Weber as sociologist, 100.— Relation of sociology to other 
sciences, 103. — Conclusion, 106. 


WHEN the news of Max Weber’s death came, in the 
summer of 1920, his colleagues felt that another of the 
really great workers in the field of economics had passed 
away; that after the deaths of Schmoller and Wagner 
we had again lost one of our best. But economists were 
not the only ones to whom the news was a great blow: 
the loss was keenly felt among the representatives of all 
the social sciences in the broadest sense, indeed, among 
all scholars. For Max Weber was one of those universal 
scholars of whom there are very few today; universal in 
the double sense that his teaching and his works have 
enriched the most varied branches of knowledge, and 
that their effect has extended far beyond the boundaries 
of Germany, to all educated nations. I am glad to com- 
ply with the request of the editor of this journal to make 
the posthumous publication of his last book the occa- 
sion for a sketch of the work of this scholar. 

I will first endeavor to give a general outline of We- 
ber’s scientific work, and then to give a more detailed 
account of those fields of investigation which will be 
most permanent and fruitful for the work of future gen- 
erations of scholars. 


1, Translated by Professor A. E. Monroe. 
87 
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How little of a specialist Weber was is shown by the 
fact that he did not begin life as an economist but as a 
jurist. Weber was born in Charlottenburg, April 21, 
1864. He first studied jurisprudence at the Universities 
of Heidelberg, Strassburg, Berlin, and Géttingen, then 
became Gerichtsreferendar, and took his doctor’s degree 
at Berlin in 1888. A little later he left the Prussian ju- 
dicial service, with the rank of Assessor, and in 1892 be- 
came a lecturer on Roman and commercial law at the 
University of Berlin, where he was appointed professor 
of commercial and German law in 1893. The next year 
he accepted an appointment as professor of economics at 
the University of Freiburg, and in 1897 was called to 
Heidelberg in the same subject; but on account of bad 
health he gave up teaching from 1913 until the end of 
the World War, resuming it first at the University of 
Vienna and later at the University of Munich. The very 
fact, however, that during the interval he had no teach- 
ing duties gave him the necessary leisure for literary ac- 
tivity, which he pursued with a scope and a thoroness 
almost unique. His investigations were uncommonly 
varied and widespread, and it is difficult to say what 
field was his chief domain; for this versatile, keenly in- 
terested spirit attacked with the same intensity all the 
problems which occupied his attention. He shunned 
no labor needed to penetrate even into neighboring sci- 
ences; for example, he learned Russian, because he de- 
sired to use Russian sources in his studies on the Rus- 
sian revolutionary movement. Unfortunately many of 
his works were left in the first stages, because new prob- 
lems kept attracting him; and the completion of other 
works was made impossible by his early death. But 
much is complete and in final form, and in collaborative 
works, some of which appeared during his life-time and 
some of which were prepared after his death, many a 
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piece of his life-work is also clearly recognizable in its 
full development and in systematic coherence. 

The following are notable products of Weber’s literary 
activity. His juristic interests led to his first longer pub- 
lication, Zur Geschichte der Handelsgesellschaften im Mit- 
telalier, Stuttgart, 1889. He also published various ju- 
ristic works later, such as his article in Goldschmidt’s 
Zeitschrift fiir das gesammte Handelsrecht entitled “ Er- 
gebnisse der deutschen Bérsenenquete”’ (1894-96): his 
opinion for the German Juristentag on homestead law 
(1897); and his article on term settlements in the Deu- 
ische Juristenzeitung (1896). In connection with his 
studies in historical jurisprudence he was especially in- 
terested in problems of economic history, and he en- 
riched this branch of economics with many valuable 
contributions. Especially noteworthy are his contribu- 
tions to agrarian history, such as his Rémische Agrarge- 
schichte, Stuttgart, 1891, and his article ‘‘ Agrarverhilt- 
nisse im Altertum” in the Handwérterbuch der Staais- 
wissenschaften (l1st-3rd edit.). The address which he 
delivered at the International Congress at St. Louis 
in 1904 discusses German agrarian problems of the past 
and present (The Rural Community. Congress of Art 
and Science; edited by H. J. Rogers. Boston, 1906). In 
addition to agrarian history he devoted special attention 
to agrarian policy. The careful investigations which he 
made for the Verein fiir Sozialpolitik on the situation 
of the agricultural laborers in East-Elban Germany 
(Publications of the Verein, vol. 55, 1892) received the 
highest praise. 

Unfortunately Weber did not publish a comprehen- 
sive work on economic history, but this lack has just 
been remedied to a considerable extent by a volume com- 
piled from his papers.’ It is printed from the lectures 


2. Max Weber, Wirtschaftsgeschichte. Aus dem Nachlass herausgegeben von S. Hell- 
man und Dr. M. Palyi, Munich and Leipsic, 1923. 
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that he delivered during the winter semester of 1919-20 
in Munich, under the title, Outline of Universal Social 
and Economic History. Weber himself would not have 
published this work; for, as is inevitable with a course 
of lectures, it is not so rounded-off or so mature and 
complete as is expected in a published work. But the 
editors deserve thanks for publishing it, for it gives a 
general impression of Weber’s ideas concerning the most 
important problems of economic history. The sections 
on agrarian history in particular show plainly the expe- 
rienced scholar in this very field. 

A very large part of his publications is devoted to the 
logico-methodological problems of social science. The 
most important of these works have been collected and 
published in a special volume.* From the titles of the 
separate essays (given in the note) the reader will get an 
impression of the range of separate problems discussed. 
Since I shall later deal fully with Weber’s position on 
questions of method, it is enough here to point out that 
Weber not only discussed the logical problems of method 
underlying our science in general, but also made clear 
his position most thoroly on particular problems. Here 
we should mention especially his paper putting forth a 
program on the methods of conducting the investigation 
by the Verein fiir Sozialpolitik on the selecting and 
adapting of the labor force in the great closed industries. 
His penetrating critical studies on the theory of mar- 
ginal utility must also be noted. 

On the basis of the fundamental methodological con- 

3. Gesammelte Aufsitze zur Wissenschaftslehre, Tibingen, 1922. Roscher and Knies 
and the Logical Problems of Historical Economics; The Objectivity of Knowledge in 
Social Science and Policy; Critical Studies in the Logic of the Cultural Sciences; R. 
Stammler’s “Conversion” to the Materialistic Conception of History; The Theory of 
Marginal Utility and the Fundamental Law of Psychophysics; “Energetic” Theories of 
Culture; On Some Categories of Understanding Sociology; The Meaning of ‘‘ Value- 
freedom” in the Sociological and Economic Sciences; Methodological Bases of Sociol- 


ogy; Science as a Profession; Supplement to the Essay on R. Stammler’s ‘‘Conversion” 
to the Materialistic Conception of History. 














LIFE AND WORK OF MAX WEBER 91 


ceptions thus developed, he discussed all the problems of 
sociology, to which, indeed, he devoted the greater part 
of his life. He planned to write a complete sociological 
system, including an economic sociology, a legal sociol- 
ogy, a political sociology, and a religious sociology. Un- 
fortunately his death prevented the execution of this 
plan. But we have two works which give some idea of 
how Weber had intended to deal with this field, and 
what he would have done if he had not been called away 
prematurely. First, there is Wirtschaft und Gesellschaft, 
the third part of the collaborated Grundriss der Sozial- 
ékonomtk (Tiibingen, 1922). Unfortunately certain chap- 
ters of this work are incomplete, and many were not 
published until after his death. Much of it is therefore in 
many respects only a torso; nevertheless it gives a good 
survey of the way he intended to penetrate, with great 
sociological relationships as a starting-point, into all 
social and economic life. Second, we have his religious 
sociology, gathered in three volumes.‘ At the head of 
the collection is the essay on Protestant ethics and the 
spirit of capitalism. From this we get the best idea of 
the fundamental conception that Weber had of the rela- 
tion between religion and economic and social phe- 
nomena. Besides these and other formal essays, the 
volumes contain studies on the economic ethics of the 
world religions, including one on China in revised and 
expanded form, one on Hinduism and Buddhism (vol. ii) 
essentially unchanged, and one on ancient Judaism (vol. 
iii) published after the author’s death by his wife in un- 


4. Gesammelte Aufsiitze zur Religions-sociologie. 

Vol. 1, 1920: Prolegomena; Protestant Ethics and the Spirit of Capitalism; The Pro- 
testant Sects and the Spirit of Capitalism; The E ic Ethics of the World Religions 
— Introduction; I. Confucianism and Taoism; Intermediate Study; Theory of the 
Stages and Directions of Religious Withdrawal from the World. 

Vol. 1, 1921: The Economic Ethics of the World Religions — II. Hinduism and 
Buddhism. 

Vol. 111, 1921: The Economic Ethics of the World Religions — III. Ancient Judaism; 
Supplement, The Pharisees. 
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completed form. In this third volume there is no presen- 
tation of Talmudic Judaism; there is only a section on 
the Pharisees, designed to serve as a transition to this 
subject. It was the plan of the author to take up early 
Christianity and Islam later. In this work Weber seeks 
to present the economico-ethical motives and effects 
produced by the various religious systems, and to dis- 
cover what socio-economic factors have played a réle 
in historical development. He shows in particular how 
strongly religious influences, namely Puritanical, have 
affected the development of modern capitalism. In con- 
trast to the one-sidedness of the Marxian materialistic 
conception of history, which he rejects, he sought to 
show how significant the ethico-religious influences have 
been and demonstrated that the content of religious con- 
sciousness is never derived from economic factors. 

Max Weber was not only a scholar, but also a politi- 
cian, tho not in the ordinary sense of the word, for he 
played no directly active political réle. He enriched lit- 
erature by several discriminating political compositions.° 
After the collapse of Germany he could think of the Ger- 
man future only as a democracy and a republic, and he 
fought with all his energy for a union of the middle and 
working classes. 

Finally we must mention Max Weber’s activity as an 
editor. He drew up the plan of a great comprehensive 
compendium of social economics, entitled Grundriss der 
Sozialékonomik. Three volumes were completed at the 
time of his death; but the complete work is to contain 
many more, the supervision of which is left to his suc- 
cessors. This great work will, when completed, far sur- 
pass, both in scope and content, the great collaborative 
publications of former days, such as Schénberg’s Hand- 


5 The papers are collected in a volume published in Munich in1921 under the title, 
Gesammelte politische Schriften. 
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buch der politischen Okonomie and Frankenstein’s col- 
lection of reference and textbooks in political science. 
Almost every part of the field of social science is treated 
there by competent specialists. In his skillful hands the 
general plan of the work was drawn up in the best way. 
May the future editors and collaborators succeed in 
completing it in Weber’s spirit.® 


I turn now to Weber’s position on the question of the 
method of social science; and first, on the objectivity of 
knowledge in social science and social policy. Can social 
science take a strictly scientific position in the sense of 
exact investigation, such as the natural sciences employ, 
not only when it is a question of investigating what the 
social phenomena of the present are and how they have 
become so, but also when it is a question of suggesting 
goals to be set up for future economic and social policy? 

In scientific economics this question has often been 
answered in the affirmative by representatives of the 
most varied tendencies. Thus the leading representa- 
tives of classical economics insisted upon the scientific 
character of their demand for a policy of economic free- 
dom, with the argument that economic life flourishes 
best, for reasons of natural right and natural law, when 
individuals enjoy the greatest possible freedom in their 
economic activities. The historico-ethical school of eco- 
nomics, which attacks this natural-rights, natural-law 
tendency most vigorously, takes the same position on 
this question. Its demand for great government inter- 
ference in economic life, for example in the field of pro- 
tection to labor, the nationalization of certain branches 
of business, is made as a demand of ‘‘science.’’ Eco- 
nomics, its representatives say, is an ethical science. 


6. Thus far the following volumes have appeared. Vol. 1, Wirtschaft und Wirtschafts- 
wissenschaft; vol. 1, Die Natirlichen und Technischen Beziehungen der Wirtschaft; 
vol. iii, Wirtschaft und Gesellschaft; vol. v, Bankwesen; vol. v1, Industrie — Berg und 
Bankwesen; vol. vir, Land- und forstwirtschaftliche Produktion und Versicherungs- 
wesen. 
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From the standpoint of the general welfare, which it re- 
presents, the wishes of interested parties and particular 
classes must be opposed by this postulate. 

This claim of a “‘scientific”’ basis for the determina- 


| tion of economic and social policy Max Weber opposes. 


He examines the question: are there objectively valid 
truths in the sciences of cultural life at all? His answer 
is in terms of the logico-methodological system more 
especially of Rickert and Windelband, by pointing to 
the necessity of strictly separating empirical knowledge 
from value-judgments. It should never be the task of an 
empirical science to develop binding norms and ideals, 
for the purpose of deriving rules for practice from them. 
Only positive religion can confer the dignity of uncon- 
ditionally valid ethical precepts. Again and again the 
mistake is made of assuming, even in the social sciences, 
that the distinguishing mark of scientific investigation 
of reality is to be found in definite “‘laws,”’ that is, in the 
regular recurrence of definite causal relationships. In 
social science, however, it is a question of understanding 
spiritual events as they appear in perspective — a very 
different task from that set for the natural sciences. The 
latter have the task of setting up formule of exact 
knowledge of nature, while the cultural sciences, in 
which social science is to be included, have the task of 
understanding the phenomena of life in their cultural 
significance. The significance of cultural phenomena 
however, cannot be grasped, according to Weber, from 
concepts of scientific law; for such a procedure assumes 
the dependence of cultural phenomena upon subjective 
valuations. The concept of culture is a value concept. 
All value-judgments are subjective and change in the 
course of history with the character of the culture and of 
the ideas controlling men. It is obvious that any inves- 
tigation of realities which goes back to ideals alleged to 
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be established scientifically as premises does not lead to 
genuine realities, but arrives only at mental figments 
whose value for purposes of explanation is more than 
questionable. From these considerations Weber con- 
cludes that the economist, in dealing with questions of 
social and economic policy, always acts on the basis of 
subjective value-judgments, not of strictly exact knowl- 
edge. He does not conclude from this that the economist 
should refrain from dealing with such questions; he 
should be conscious only of the difference between the 
strict objectivity of his investigations directed toward 
the explanation of causal relationship, and the subjec- 
tivity of his discussions aiming at postulates of economic 
policy. Science has the task of always making clear to 
her disciples where the thinking investigator ceases to 
speak and the man of will begins to do so; where the 
arguments appeal to the understanding and where to 
feeling. The mixture of the scientific discussion of facts 
and of reasonings on processes of development must be 
removed from our subject. The sciences, normative and 
empirical, can render the contending and politically act- 
ing parties only one invaluable service, namely, to say to 
them: in the first place, there are these various ‘‘ulti- 
mate” positions conceivable with respect to practical 
problems; in the second place, the facts with which you 
will have to reckon in choosing between these alterna- 
tives are thus and so. But the professor should make no 
pretensions to carrying the marshal’s bAton of the states- 
man or reformer in his knapsack, as professor. This he 
does when he uses the shelter of the lecture-room to ex- 
press opinions on questions of political or cultural policy. 

Another and important phase of Weber’s position on 
questions of method is his presentation of the ‘Ideal 
Type” as an aid to the forming of concepts. 

Every science, social science included, must work with 
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concepts. What then is the specific structure of the 
theoretical formation of concepts, in so far as it is par- 
ticularly suitable for the understanding of cultural real- 
ity, and adapted to the nature of social science as con- 
trasted with the natural sciences? These concepts are 
concerned with constructive measures; that is, they 
should be heuristic. Over and above every stage of em- 
pirical rationalism, a rational inter-connection of human 
doings should be built up in our minds. Such an aid is 
the ideal type (Idealtypus) in Max Weber’s sense. What 
does Weber mean by the ideal type? It is a concept 
which raises the more or less rational relationships en- 
countered in reality to the absolute, and leads given 
social situations to be measured in mental experimenta- 
tion only by that highest degree of objectively possible 
rationality. The ideal type always aims to bring to the 
simplest and sharpest possible expression those constit- 
uents of phenomena upon which their cultural signif- 
icance depends and which are characteristic of their 
individuality. It represents an exaggerated reality: the 
highest expression of those empirical circumstances 
which, in various degrees of approximation to the 
‘‘ideal,’”’ determine the “‘individual peculiarity” of par- 
ticular cultural phenomena — “‘historical individuals” 
— and contribute to the basis and meaning of their sig- 
nificance. 

Let us illustrate this by an example. The ‘‘medieval 
city economy’”’ is an ideal type. By that is meant an 
“ideal” situation, in which a city, with the surrounding 
rural district, makes up a completely autonomous eco- 
nomic unit, cut off from outside and supplying all its 
wants by exchanging industrial for agricultural pro- 
ducts. The concept is not worked out as an average of 
the economic relations actually existing in all cities, but 
is reached by one-sided emphasizing of one or several 





A 
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points of view and by combining a multitude of individ- 
ual phenomena which unite with these one-sidedly se- 
lected points of view to form a unified mental image. In 
its conceptual purity this mental image is never empir- 
ically discoverable in reality. It is a Utopia, and the 
task of historical research is to determine in each partic- 
ular case how near or how far the reality approaches the 
ideal image — how fully the economic character of the 
relations of a particular city is to be regarded as “‘city- 
economic”’ (stadtwirtschaftlich) in the idealized sense. 
For the purposes of investigation and illustration this 
concept, carefully applied, renders its specific services. 

“Capitalism” and “capitalistic economy” also con- 
stitute an ideal type. Capitalistic economy, in the sense 
of an economy which is orientated only by calculated 
capital investment and is determined only and solely by 
unlimited profit-seeking, has never existed anywhere. 
Neither individual economic subjects, nor larger groups 
of them, nor the economic life of any country, nation, or 
period have ever been purely ‘‘capitalistic” in this 
sense. None the less the sharp working-out of certain 
culturally significant features can characterize with 
clearness the nature of capitalistic economy. 

On the same logical principles that are followed in 
constructing the ideal type of the city economy of the 
Middle Ages we can also develop the idea of the his- 
torically given modern exchange-economy organization; 
and in this way the ideal type is also made fruitful for 
abstract economic theory. Abstract economic theory of- 
fers an ideal picture of what goes on in the goods market 
in social organizations based on exchange, free competi- 
tion, and strictly rational actions. This mental picture 
unites particular relations and procedures of historical 
life into a consistent cosmos of imagined relationships. 
In its content this construction has the character of a 
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Utopia which is arrived at through mental emphasis on 
particular elements of reality. Its bearing on the em- 
pirical facts lies in the circumstance that where a rela- 
tionship of the kind abstractly presented in that con- 
struction, that is, the phenomena resting on the ‘‘ mar- 
ket,” is found or suspected to exist in any degree, we can 
explain and illustrate the characteristics of this relation- 
ship by reference to an ideal type. 

The so-called fundamental concepts of economics are 
also to be developed in genetic form as ideal types. The 
so-called economic “laws” are likewise ideal types. 
Take Gresham’s Law as an example. It is a rationally 
evident result of human actions under given conditions, 
and on the ideal-typical assumption of purely calculat- 
ing action. How far men actually behave in accordance 
with it can be learned only by experience stated in statis- 
tical terms concerning the actual disappearance of un- 
dervalued forms of money from circulation. In fact it 
shows very wide validity. 

How near is Weber’s ideal type to the earlier familiar 
method of isolating abstraction in theoretical econom- 
ics? to the economic man of classical economics, the 
“typical”. phenomena of Karl Menger’s economic 
theory, in which men are assumed who seek absolutely 
nothing but economic ends? What is the relation be- 
tween the ideal type and the normal man of marginal 
utility theory, constructed on the assumption of a spe- 
cific psychological attitude? There is surely a consider- 
able agreement between Weber’s ideal type and the 
methodological procedure of the above-mentioned econo- 
mic schools. In these it is also a question of ‘‘fictions”’; 
instead of the complete reality of economic life, certain 
important factors of economic behavior, such as the in- 
fluence of self-interest, are assumed by themselves, are 
isolated, and conclusions are drawn from them. Ab- 
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stract economic theory invents a society which is deter- 
mined only by the action of certain economic forces. 

On the other hand, there is also a great difference be- 
tween the two methods. Abstract economic theory be- 
lieves that reality can be deduced from the laws which it 
sets up, so that, if the corresponding exact theories were 
worked out for all the other factors to be considered, 
these abstract theories taken together must contain the 
true reality of things. Exact economic theory has to de- 
termine the operation of one psychic motive. Other 
theories have the task of developing all other motives in 
a similar way in propositions of hypothetical validity. 
The theories of price, rent, interest, wages, thus worked 
out, should then, by analogy with certain physical prin- 
ciples, be employed to deduce quantitatively definite 
results — laws in the strictest sense, valid for the reality 
of life — from given real premises; since economic laws, 
where the end is given, are plainly determined in rela- 
tion to the means. 

This view of Karl Menger and other theorists, that 
theory has to investigate the regular operation of real 
factors, and that from these factors actuality is to be put 
together as their summation, does not accord with We- 
ber’s view. Weber must reject the quasi-natural-law 
validity of the principles of economic theory in Men-; 
ger’s sense, since with his ideal types he means only to} 
characterize historical phenomena in their cultural sig-| 
nificance. Weber objects to Menger that the latter did 
not take into consideration the fact that, in order to ob- 
tain this result, namely the understanding of the actual 
phenomena, the whole of the historical reality and all 
its causal relationships must be considered as “‘given”’ 
and assumed to be known. Weber calls it a naturalistic 
prejudice to suppose it possible to achieve with these 
concepts something akin to the exact natural sciences. 
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People had believed, he says, that it was a question of the 
psychological isolation of a specific motive, the motive of 
gain in man; or of the isolated observation of a specific 
maxim of human activity, the so-called economic prin- 
ciple. Abstract theory had believed it possible to rest its 
case on psychological axioms; and the consequence was 
that the historians demanded an empirical psychology, 
in order to be able to show that these axioms were not 
valid and to deduce the course of economic events in a 
really psychological way. According to Weber socio- 
psychological investigation means an examination of 
separate very dissimilar categories of cultural elements 
in their significance for our comprehension. By socio- 
psychological investigation, starting with the knowledge 
of the several institutions, we should learn to under- 
stand in increasing degree their cultural conditionality 
and cultural significance, not wish to deduce institutions 
from psychological laws or to explain them by psycho- 
logical elemental phenomena. With the ideal type the 
question is not one of the actual constituents of reality, 
as Menger’s method assumed, but of wnreal exaggera- 
tions of it. In this sense only should abstract economic 
theory be ideal-typical; and this, moreover, is the most 
complicated and most highly elaborated case of ideal- 
type concept. It makes a whole series of ideal-typical as- 
sumptions and combines them into a closed ideal picture 
of economic situations, which it develops in imaginative, 
constructive mental effort. It is clear that. Weber, pro- 
ceeding from this point of view, could not but reject the 
theory of marginal utility; for this theory wishes to set 
up psychological laws, that is, conformities to law rest- 
ing on a fundamental psychic force. 


While in other countries, for example, in America and 
France, sociology has long won a place as an indepen- 
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dent science, there is still vigorous controversy in Ger- 
many concerning sociology’s right to be considered a 
science by itself. There is even a controversy over the 
question, what is sociology? And as a matter of fact the 
conception of sociology is extraordinarily fluctuating 
and has many variants. Max Weber himself, at the first 
German convention of sociologists, spoke of the fluctuat- 
ing meaning of the term sociology and of its unpopular 
name. And a witty colleague, the late Alfred Dove, the 
historian, once defined sociology as an institution for the 
loan of verbal diguises. It is by no means the name only, 
however, against which criticism is directed, but the sub- 
ject also, namely, the fact that under the name sociology 
sciences of the most heterogeneous sort are often com- 
bined without sufficient separation of the various prob- 
lems according to the methods by which they are to be 
treated. First of all, opinions disagree on the question 
whether the problems with which sociology deals afford 
material for a separate science at all, or whether it is bet- 
ter to deal with them in the special sciences — econom- 
ics and jurisprudence, especially the philosophy of law, 
of economics, of politics, of religion. But even those who 
take on this question the position that sociology is a sep- 
arate branch of science having its special problems, differ 
widely on the question of method. One school wishes to 
investigate all human development. Since man is not 
only a social but a natural being, their investigations 
would have to be partly of the type pursued in the social 
sciences and partly of the type pursued in the natural 
sciences. This school is connected primarily with Comte 
and Spencer. It wishes to reveal the course of human 
development quite in the manner of natural laws. The 
same view is held by the American sociologist Giddings. 
He describes sociology as an attempt to trace the origin, 
growth, and activities of human society back to physi- 
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cal, vital and psychological causes, which work together 
in a process of evolution. He insists that natural selec- 
tion controls social phenomena, and agrees with Comte 
and Spencer that the supplementary influence of social 
factors does not set aside selection, because it is only 
modified by this influence. ‘‘It is merely an enormous 
multiplication of the variations on which natural selec- 
tion finally acts.”” The sociologist sees, what no jurist 
recognized before Darwin, that the sovereign will is in- 
evitably determined by natural selection. 

The other school of sociology, represented especially 
by Simmel, is of quite the opposite opinion. It keeps its 
investigations upon a socio-scientific basis, and wishes to 
be a study of the forms of socialization; it wishes to ex- 
plain the phenomena resulting from the social behavior 
of man, which appear wherever men are gathered in 
groups. From this historico-philosophical point of view, 
the setting up of so-called historical laws is rejected. 
Simmel has shown in his Problemen der Geschichtsphilo- 


sophie why there can be no historical laws, that we can _ 


offer only provisional summaries of the typical phe- 
nomena of history, provisional orientations concerning 
the mass of separate facts. 

On these controversial questions Max Weber takes the 
following position. (1) He recognizes sociology’s char- 
acter as a special science, and holds that it should not be 
a collective name for several independent sciences, but a 
science by itself. (2) For this science he rejects the 
method of natural science, and wishes to have it handled 
with the methods peculiar to the cultural sciences. He 
took an enthusiastic part in the founding of the German 
Sociological Society; and there is no doubt that if any- 
one could have succeeded in helping sociology to make 
its way, it would have been Max Weber. With his sur- 
passing attainments in the most varied fields of knowl- 
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edge, with his keen training in methodology, he would 
have been able to develop sociology into a firm structure. 
Now what remains is only a torso. But still, and apart 
from his religious sociology, we have in his great work 
Wirtschaft und Gesellschaft the first steps toward con- 
structing a general system of sociology. 

In Weber’s sense, sociology should mean ‘“‘a science 
which seeks to understand social activity in its signif- 
icance, and thus to explain it causally in its course and in 
its effects.” 

“ Activity ’”’ should mean human behavior, if and in so 
far as the man or men acting combine a subjective 
meaning with it. ‘‘Social activity,’ however, should be 
such activity as by its meaning is related to the behavior 
of others. 

“To understand” means significant comprehension 
(a) of what is really found in a particular case (in histor- 
ical observation), or (b) of what is found on the average 
or approximately (in sociological mass observations), or 
(c) of the meaning or meaning-relationship to be scien- 
tifically constructed for the pure type (ideal type) of a 
frequent phenomenon. 

This conception of sociology has nothing to do with 
the method of so-called organic sociology, of which the 
classic example is Schiffle’s Bau und Leben des sozialen 
Kérpers. The individual and his behavior are there in- 
terpreted as physiology treats a bodily organ. Accord- 
ing to Weber, social structures, in contrast to organisms, 
are in a position to yield, over and above the mere deter- 
mination of functional relations and laws, something 
which is unattainable for natural science, namely, the 
understanding of the behavior of the individuals in- 
volved; whereas we do not understand the behavior of 
cells, for example, but can only grasp it functionally and 
determine the rules of its course accordingly. This 
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larger achievement of the interpreting as compared with 
the observing explanation is purchased, to be sure, at the 
cost of the essentially hypothetical character of the re- 
sults to be obtained by interpretation. But it is pre- 
cisely what is peculiar to sociological knowledge. It is 
always a matter not of laws in the exact sense of natural 
science, but of adequate causal relationships expressed 
in rules, of employing the categories of objective possi- 
bility. ‘‘All analogies with the organism and with sim- 
ilar biological concepts,’’ declares Weber, ‘‘are con- 
demned to unfruitfulness.”’ 

Sociology is not history, for history seeks the causal 
analysis and attribution of individual culturally impor- 
tant activities, structures, and personalities. Sociology, 
on the other hand, seeks type-concepts and general rules 
of development. Nevertheless, there are close relations 
between sociology and history; for in forming its con- 
cepts sociology takes its material very essentially from 
the realities of behavior which are relevant from the 
standpoints of history. It also forms its concepts from 
this standpoint: whether it can in that way render a 
service to the historical attribution of the culturally im- 
portant phenomena. But, as in all sciences of generaliza- 
tion, the characteristic of its abstractions postulates 
that its concepts, as compared with the realities of his- 
tory, must be relatively empty; what it has to offer in- 
stead is enhanced simplicity of concepts. It is attained 
through the highest possible adequacy of meaning, such 
as is sought in the sociological formation of concepts. 

Nor is sociology psychology. Weber considers it a 
mistake to regard any psychology as the ultimate basis 
of a sociology that understands. The results of scien- 
tific psychology might naturally, like those of other 
sciences, have significance for a sociological conclusion 
in a particular case, and often have it in high degree; but 























LIFE AND WORK OF MAX WEBER 105 


sociology has no closer general relations to it than to any 
other discipline. The rational reflection of a man — 
whether a particular action, determined according to 
given interests, is beneficial or not, according to the con- 
sequences to be expected, and the decision reached in 
accordance with the outcome —is not made a whit 
more comprehensible to us by psychological considera- 
tions. It is upon just such assumptions of rationality, 
however, that sociology must build. 

Finally, we must also separate the sociological from 
the juristic point of view. Take the concept ‘‘state” as 
an example. Jurisprudence upon occasion treats the 
state as a legal personality, similar to an individual 
human being; because its work, directed to objective 
sense-significance, that is, to a content that should be 
valid, finds that conceptual procedure useful. Sociology, 
on the other hand, so far as law comes under its consid- 
eration, is not concerned with the investigation of that 
content of logically accurate legal principles which is ob- 
jective, but with a course of action as its determinant 
and resultant, in which among other things men’s ideas 
concerning the meaning and validity of particular ‘‘legal 
principles” play an important réle. Thereby their be- 
havior may be much influenced; that is the conceptual 
sociological significance of the empirical validity of a 
legal principle. If sociology often uses the same phrase 
as juristic science, the precise juristic sense is not what 
is had in mind. 

On the basis of these principles of definition and 
methodology, Weber gives in his great work, Wirtschaft 
und Gesellschaft, a deep-reaching sociological study of all 
economic and social relations. The work contains an 
economic, political, legal, and religious sociology. One 
marvels at the enormous labor involved, and is in doubt 
whether to admire most the abundance of informa- 
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tion or the systematic penetration of the facts from 
sociological viewpoints. The sociological types of au- 
thority (such as the estate-patrimonial authority, the 
feudal authority) of parties, of classes and estates, the 
penetrating studies on nation, folk, and race, offer a 
mine of instruction and stimulation for all who are in- 
terested in sociology. 


Let us ask finally: did Weber found a school? Did he 
leave behind a large group of pupils, who will continue 
and complete his work in his spirit? Is there a Weber 
school, as there is a Schmoller and a Knapp school? 
Weber did not found a school in the sense that these 
economists did. Schmoller’s chief work was in economic 
history and particularly Prussian administrative his- 
tory. In order to obtain materials for this field of in- 
vestigation, he trained many pupils in the strict disci- 
pline of his method. Knapp had two favorite fields of 
scientific activity: the history of agrarian freedom and 
the theory of money. Here also a large group of Knapp 
pupils had to supplement and complete the fundamental 
inquiries undertaken by him with many investigations 
of particular points, which had to be carried out in the 
sense and according to the method of the master. Max 
Weber, as we have shown, was a much too universal 
spirit to found a school in this sense. He cultivated and 
built in the most varied fields of social science, and men 
so universally interested are much too rare to be able to 
gather such a group of pupils around them. I might say 
that one would have had to be a second Max Weber in 
order to be Weber’s pupil. But if he did not found a 
school in this sense, he did so in another sense. In the 
most varied and diverse fields of knowledge, investiga- 
tors in various countries have been so stimulated by his 
inspiration and his work that they endeavor to continue 
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investigations in their special fields in his spirit. An evi- 
dence of this extensive influence of Weber is the volume 
published in his memory.' Economists and jurists, 
philosophers and philologists united with historians of 
all schools in this collaborative volume. It contains 
essays on methodology, on the structural problems of 
the modern state, on the sociology of religion, of the arts 
and sciences, of classes and estates, studies in economic 
history and economic policy. May the seed which 
Weber sowed in richest plenty produce abundant fruit 
among many more generations of scholars, for the ad- 
vancement of strictly scientific investigation, and to the 
honorable memory of one of the best scholars we have 
ever had. 

Cart DIEHL. 
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7. Erinnerungagabe fiir Max Weber. Vol. 1, edited by M. Palyi; Munich and Leip- 
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THE COLLAPSE OF BANK-DEPOSIT GUAR- 
ANTY IN OKLAHOMA AND ITS POSITION IN 
OTHER STATES 


SUMMARY 


Failures of State and National Banks in Oklahoma contrasted, 110. — 
State banks seemed to flourish during the war; many failures after 1920, 
111. — Political complications, 114. — Repeal of the guaranty legisla- 
tion, 117. — Situation in other States: Kansas, 121. — Nebraska, 124. 
—South Dakota, 127.— North Dakota, 128.— Mississippi, 129. — 
Washington, 130. — Texas, 131. — General arguments and conclu- 
sion, 134. 


Tue Oklahoma experiment in guaranteeing bank de- 
posits is over. It began in the panic of 1907 and ends 
with millions of dollars of deposits in failed banks un- 
paid. 

Oklahoma is a picturesque commonwealth. Formed 
out of the old Indian country, long after the states 
around it had been settled, pioneer conditions have con- 
tinued far into our own day. Into the State, along with 
men and women of the highest culture, have come 
border desperadoes like the Daltons and Henry Starr. 
Blanket Indians and college graduates do business to- 
gether. Brilliant young engineers from the Eastern 
universities work in the oil-fields with drifters drawn 
there, too, by the prospect of ‘‘black gold.’’ The former 
Bank Commissioner of the State, long absent under in- 
dictment, has returned and surrendered to Governor 
Walton, who is perhaps the most remarkable character 
of all, famous for his pronouncements against the Ku 
Klux Klan, for his declaration of martial law, and 
now impeached by the House of Representatives and 
_ suspended from office by the Senate. Such are the high 
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lights. But the truer picture of Oklahoma is of grain 
and cotton and cattle, oil and coal, and of the 99 per 
cent of its population who work hard and honestly, 
making homes and building an American common- 
wealth. 

The Oklahoma deposit guaranty experiment is a fail- 
ure. The writer called it that in this Journal ten years 
ago. It would be the facile conclusion, and perhaps 
finally the right one, that since the guaranty of bank 
deposits has failed in Oklahoma, such insurance any- 
where would always carry with it the seeds of its own 
inevitable destruction, and could not be permanently 
maintained. But the problem is not so simple as that. 
One must study how and why the Oklahoma system 
failed before one can be satisfied with any conclusion. 

A few years after the writer had said the Oklahoma 
plan must be reconstructed or abandoned, many began 
to look upon it as a success. In 1913 there had been over 
$400,000 of Guaranty Warrants outstanding, with only 
$35,000 cash on hand,! and within a year the debt of the 
fund had practically doubled.? But then came the World 
War; and while its first effect in America was to depress 
agriculture, — cotton sold in Oklahoma for five cents, — 
it brought prosperity as soon as the German cruisers 
were off the seas and the products of American farms 
could be shipped. Oklahoma shared also in the boom 
after the war. Oil, cotton, corn, wheat, and land all rose 
in price, and state-bank failures became less frequent. 

The following table of failures is constructed partly 
from the biennial reports of the successive bank com- 
missioners, partly from information furnished by the 
Commissioner’s office to the writer directly and through 
R. G. Dun and Company; as to national banks, from 


1. Quarterly Journal of Economics, November 1913; vol. xxviii, p. 93. 
2. Robb, The Guaranty of Bank Deposits, p. 105. 
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data furnished by the Comptroller of the Currency. The 
comparisons it suggests can be made safely only in the 
light of certain considerations set out on page 120. 


OxiaAHoMA BANK FAILURES 


























State Banks NaTIONAL Banks 
Year Number Year — be | Deposits 

I 
1913-14 21 1919 1 $25,000 $382,869 
1915-16 6 1921 3 325,000 1,551,155 
1917 4 (Reopened 2 225,000 1,313,510) 
1918 2 1922 3 500,000 2,274,582 
1919 5 (Reopened 1 | 100,000 314,129) 
1920 8 (Second failure 1 | 200,000 929,662) 
1921 27 (4 reopened) 1923 3 | 200,000 2,008,712 
1922 32 (4 reopened) 
1923 16 (6 reopened) | | 








The prosperity and stability of the state system for 
some years after 1914 allayed the fears of state bankers 
that the annual assessments for the Guaranty Fund 
might be increased beyond the maximum permitted by 
then existing law, namely, two fifths of 1 per cent of 
deposits in 1914, 1915, and 1916, and one fifth of 1 per 
cent thereafter. Thirty-five state banks had national- 
ized in 1913 and 1914 * but only two did so in the next 
biennium.* 

Deposits of both state and national banks grew in 
this period, as the following table shows. 


NuMBER AND Deposits oF OKLAHOMA BANKS 


Aug. 9, 1913 Dec. 27,1916 Dec. 29,1920 Dec. 29, 1922 June 30, 1923 
Stare Banks 


Number .... 596 547 622 464 443 
Deposits .... $42,000,000 $84,000,000 $160,000,000 $78,000,000 $73,000,000 
Nationat Banks 

Number .... 326 338 338 447 459 
Deposits .... $77,000,000 $144,000,000 $168,000,000 $317,000,000 $324,000,000 


The figures have been taken from the reports of the 
Bank Commissioner and of the Comptroller of the Cur- 


3. Fourth Biennial Report of the Bank Commissioner of Oklahoma, p. 316. 
4. Fifth Biennial Report of the Bank Commissioner of Oklahoma, p. 298. 
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rency. ‘‘Deposits”’ in the several reports do not always 
include all the items that might be so classed, but the 
omissions are negligible for the purposes of this compari- 
son. The growth in state-bank deposits between 1913 
and 1920, and the decrease in failures, finally enabled 
the Guaranty Fund to catch up with its obligations; and 
on March 1, 1920, the Fund had not only paid off its 
debts but had $75,000 in the Treasury.® 

The state system became attractive again. According 
to the records of the Comptroller of the Currency, 
thirty-one national banks left the national system and 
took state charters in the five years from 1916 to 1920. 
They had an aggregate capital, as national banks, of 
$895,000 and deposits of more than $4,000,000. Only 
five state banks were converted to nationals in the same 
years, but they were larger banks, having $650,000 capi- 
tal and nearly $8,000,000 deposits. They may have 
seen the storm coming. At any rate they withdrew their 
business from exposure to assessments for the Guaranty 
Fund. 

The war had not saved deposit guaranty. It is un- 
necessary here to write the story of deflation. A few 
items from the Year Books of the Department of Agri- 
culture and the Statistical Abstract will recall its course. 
The wheat crop of 1919 was worth $107,000,000 on 
Oklahoma farms, but that of 1920 only $73,000,000. 
The corn crop was valued at $94,000,000 in 1919 and at 
$42,000,000 in 1920. Cotton was worth $209,000,000 in 
1919, but next year Oklahoma again saw cotton sell at 
five cents a pound, and 100,000 acres went unpicked. 
The tenants could make more by working at other tasks 
for somebody else than by picking their own cotton for 


5. Robb, The Guaranty of Bank Deposits, p. 106. 


6. Tables from January 1, 1913 to September 24, 1923, furnished the writer by the 
Comptroller of the Currency. 
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their own share of the crop. The farm value of cotton in 
1920 was only $96,000,000. 

Of course there were bank failures in 1921. The Farm- 
ers State Bank of Ada, closed in January, cost the Guar- 
anty Fund $50,000. Both banks in Kiefer closed the 
same day and cost the Fund $424,000. Someone said 
there was nothing like harmony among competitors. 
The Oklahoma State Bank of Guthrie closed in October, 
and cost the Fund $589,000. Warrants for $2,196,000 
were issued in 1921, to cover the deposits of thirteen 
banks; and then the Bank of Commerce of Okmulgee 
failed November 1, with deposits of $1,732,540. 

That broke the system down. The Okmulgee deposi- 
tors realized that under the guaranty law the good assets 
of their bank would be turned into the Guaranty Fund 
and would go to pay, so far as they reached, the $2,000,- 
000 warrants already issued to cover earlier failures. 
Seven other banks failed about the same time, whose 
deposits, added to those of the Okmulgee institution, 
made $2,316,000. 

Here was the arithmetic of the situation. 


Warrants already issued ...................... $2,196,000 
One-half the deposits of the other failed banks 

(a conservative estimate of the losses) ........ 1,158,000 
Liabilities of the Fund ..................00008: $3,354,000 
This sum would draw 6 per cent interest,or ...... $201,340 


But total deposits subject to assessment for the fund 
were only $156,000,000, and the maximum assessment 
of one fifth of 1 per cent would produce annually only 
$312,000. This would leave to apply on principal only 
$111,000 per annum. Obviously it would be twenty 
years before any payment could be made from the Fund 
on the principal of the Okmulgee deposits, even if there 
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were no more failures to increase the interest require- 
ments, and if no more state banks left the system. It 
was a reduction to the absurd, and without much objec- 
tion the Guaranty Fund was ignored and the assets of 
the Bank of Commerce of Okmulgee were devoted to the 
creditors of that bank alone. 

It is a failure worth study. About a year before it hap- 
pened, the Guaranty State Bank of Okmulgee had been 
consolidated with the Bank of Commerce, under the 
latter’s name, altho well-posted bankers protested to the 
Bank Commissioner, Dennis, that the Guaranty State 
Bank was in no condition for such an operation. Dennis 
either did not know the condition of the bank, or did not 
choose to admit that it was dangerous. It is said that 
both banks made loans beyond the legal limit, on secur- 
ity that ought not to have been accepted by any bank. 

The bank rather specialized in savings, and in dozens 
of cases people were caught for every dime they had. 
The other banks had to make small loans so that people 
could eat and pay household expenses till the next pay 
day. There was a young couple, married about two 
years, the husband working in the post office and the 
wife in one of the stores. By scrimping and saving they 
had got together about $800 for a first payment on a 
little home, but the dream faded with the closing of the 
bank. An old man had sold his farm and his wife had 
persuaded him to put the money, $2000 in the Bank of 
Commerce, “because it was guaranteed.” It was all the 
money the old couple had, and the husband died. The 
widow is sure the failure caused his death. She has re- 
ceived 15 per cent of the account, and it is estimated 
that there may be dividends of 15 or 20 per cent more. 
It came out in the debates on the repeal that the 
bank, instead of advertising that its depositors were pro- 
tected by the Depositor’s Guaranty Fund of the State 
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of Oklahoma, had, contrary to law, used a sign reading: 
‘The State Guarantees all Deposits in This Bank.’ 

It has been mentioned that bankers protested to 
Bank Commissioner Dennis about the Guaranty State 
Bank before the consolidation. After the failure Dennis 
and the Governor of Oklahoma, Robertson, were in- 
dicted on the charge of accepting a bribe to permit the 
Guaranty State Bank to remain open. One grand jury 
was discharged by Judge Christopher when, as many 
believed, it was about to indict the Governor and the 
Commissioner, and the judge left the city for a time; but 
another grand jury, under another judge, returned an 
indictment. Dennis left the state, and his whereabouts 
were long unknown; but in September of this year he 
returned and surrendered to the present Governor, J. C. 
Walton. Dennis gave out a statement that he had re- 
mained away to regain his health and to await the 
restoration of a ‘‘ visible” government in Oklahoma, im- 
plying, doubtless, his belief that up to this time the Ku 
Klux Klan had been in power. Governor Robertson had 
taken a change of venue, and his indictment had been 
dismissed. 

As late as March 1922, the Executive Council of the 
State Bankers’ Association (not the Oklahoma Bankers’ 
Association, which includes national banks) expressed 
willingness to assume liability for the whole debt of the 
Fund, provided the state would lend its credit for a 
reasonable time.*® 

Thirty-two banks, however, were closed that year. 
Their deposits, not counting four of them which re- 
opened, were $7,230,000. The situation was impossible. 
Almost any day one could meet Oklahoma state bank- 
ers visiting Kansas City to consult the Chief National 


7. Harlow’s Weekly, Oklahoma City, March 10, 1923, pp. 7, 8. 
8. Trans-Mississippi Banker, Kansas City, Mo., April 1922. 
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Bank Examiner or the Federal Reserve Agent, and ex- 
pedite a change to the national system. According to a 
list sent by the Bank Commissioner of Oklahoma to the 
writer September 26 last, 45 state banks were converted 
to national banks in 1921, 59 in 1922 and 17 in 1923 to 
that date. (Four other banks were listed, but the date of 
change was not given.) These figures evidently include 
state banks liquidated and replaced by new national 
banks, as the Comptroller of the Currency informs the 
writer of only 82 strict conversions, 24 of them in 1921, 
50 in 1922, and 8 in 1923. By January 1923, the number 
of state banks had fallen to 453, and their deposits to 
$78,000,000. Obviously, only state aid on a big scale 
could save the guaranty system in Oklahoma. 

The Legislature met in January 1923. The platform 
of the successful party, the Democrats, had reaffirmed 
“faith in the principle of the guaranty of bank deposits,” 
and pledged ‘‘the administration to a continuance of the 
guaranty policy which for fourteen years worked so 
efficiently. We hereby condemn,’ the platform went on, 
‘‘the financial policies of the national republican admin- 
istration and charge the temporary failure of our state 
guaranty system to the deliberate policy of enforced 
deflation of our circulating medium.” The depositors 
were promised the return at the earliest possible date of 
every dollar due, and this ‘“‘at no expense to the tax- 
payers.” 

A meeting of depositors in failed banks, held January 
29, favored raising the annual assessments to 1 per cent. 
As this would have been equivalent to 10 per cent on 
capital, the bankers opposed it. A bill, H. R. 445, was 
introduced, and later made an administration measure, 
providing for the issuance of bonds to pay off the de- 


9. Report of the State E iner and Inspector of Oklahoma to the House of Repre- 
sentatives, on House Res. No. 21. Supplement to House Journal, February 21, 1923. 
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positors; the principal and interest of the bonds to be 
payable, however, only out of a fund to be created from 
the assets of closed banks and from certain taxes and 
fees. The effect would have been to throw the loss, or 
most of it, on the state and the tax-payers. It was 
argued that the state, by enacting the guaranty law, had 
“‘meddled” with the banking situation and was there- 
fore ‘‘morally responsible” for the resulting mess. It 
was said, and truly, that many depositors had supposed 
that the state itself guaranteed their deposits. The sign 
of the Bank of Commerce was exhibited in the chamber 
of the House of Representatives. Much was heard of 
“scraps of paper” and of “state honor.” Others held 
the bankers themselves responsible, because in 1913 they 
had procured the limitation of annual assessments to 
one fifth of 1 per cent a year. The present writer ex- 
pressed his belief at the time that such limitation of the 
amount of taxation permissible for the replenishment of 
an insolvent fund was inconsistent with the permanence 
of the Oklahoma system.! 

To the opposition of those who held that the state was 
under no obligation was added that of the Farmer-Labor 
Reconstruction Leaguers, who wanted instead a state- 
owned bank and believed that the profits of it would 
some day pay off the Fund liabilities. Such a bank had 
been favored in the platform on which Governor Walton 
had been elected, but it does not appear that he was ever 
himself an out-and-out advocate of the plan. Later the 
Leaguers voted against the repeal of the guaranty law. 
The state bankers naturally favored the bill, and it 
would probably have passed except for a doubt that 
arose as to the constitutionality of the money-raising 
sections. It was lost in the House, 38 to 58. 

There was nothing left but to repeal the guaranty sec- 


1. Quarterly Journal of Economics, November 1923; vol. xxviii, pp. 84, 93. 
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tions of the banking law. Otherwise every bank that 
could possibly have done so would have left the system, 
and the banks too small or not sound enough to be ad- 
mitted to the national system would have little credit in 
the face of the liability for perpetual assessments for a 
perpetually growing deficit in the Guaranty Fund. 

Another bill was pending, H. R. No. 13, to amend cer- 
tain operating and administrative features of the exist- 
ing banking law. After the defeat of No. 445 (the bill to 
issue bonds to pay depositors) sections repealing the 
guaranty of deposits were inserted in No. 13. It passed 
both houses, and Governor Walton signed it March 31, 
1923.2 

The guaranty system, in its fifteen years of operation 
to January last, had cost the banks of Oklahoma $3,647,- 
486.42.5 Cash in the fund has increased from $4500 
December 31, 1922 to $85,000 September 26, 1923, 
partly no doubt, from old assessments, and partly from 
collections of old assets of the banks that failed before 
the issue of warrants ceased. Warrants outstanding on 
that day were $1,336,999.27.* 

As regards the future, the act of repeal provided that 
no bank, firm or corporation, nor any officer, stock- 
holder, director, or any other person is relieved from any 
obligation, assessment, or liability, that existed at the 
time of repeal, to the Depositors’ Guaranty Fund or to 
the depositors of any failed state bank.’ Does any lia- 
bility remain except for assessments actually levied be- 
fore repeal? Assessments actually levied are the only 

2. Mr. Thomas Bruce Robb, author of The Guaranty of Bank Deposits, 1921, has 
furnished the writer, among much other helpful material, a file of Harlow’s Weekly, of 
Oklahoma City, from which the foregoing account of the events of the legislative session 
is largely drawn. 

3. Report of the State Examiner and Inspector on House Resolution No. 21. Supple- 
ment to House Journal, February 21, 1923, p. 8. 


4, Letter from the Bank Commissioner of Oklahoma. 
5. Act of March 13, 1923, Sec. 10. 
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liability there ever was under the law, according to the 
Supreme Court of Oklahoma.® In fact the Court said in 
its overruling opinion: ‘‘It [the legislature] may repeal 
the law and thus relieve all the banks from the payment 
of these future assessments.” Under the statute and the 
1919 decision it would appear that the question is 
settled; yet, answering a question by the writer, the 
Bank Commissioner says: ‘‘The assessment against the 
banks, which is the one fifth of one per cent on their 
daily average deposits, ceased when the law was re- 
pealed. However, as to whether or not there will be any 
other assessment, to take care of the outstanding war- 
rants and indebtedness, is problematical at this time, 
until this legal question can be determined by the At- 
torney General’s office.”’ 

If there were any liability remaining, it might be a 
tremendous one. The deposits of banks closed before the 
repeal and still in liquidation are $9,373,117.23. Their 
assets are nominally $13,027,559.64 and their capital 
was $1,267,500. The Commissioner’s office does not at- 
tempt any official forecast of the losses in these banks, 
but it is said that unofficially it estimates a deficiency of 
five to eight million dollars in all. Five banks with de- 
posits of $625,000 have been taken over by the Depart- 
ment since the repeal.’ The capital of all the state banks 
left in Oklahoma was reported April 3, 1923 at $8,913,- 
000, with $1,896,000 surplus in addition. 

There was a vote of the people October 2, 1923, on a 
proposal to levy a special tax sufficient to raise $2,000,- 
000 each year for five years, to pay the depositors in 
failed banks. The canvas of the votes has been tem- 
porarily enjoined, but there was undoubtedly a great 

6. Citizens Nationai Bank vs. State, 76 Okla., 94, 184 Pacific, 63 (1919), overruling, 
by a divided court, State vs. Farmers National Bank, 47 Okla., 667, 150 Pac. 212. 


7. Letter from the Bank Commissioner. 
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majority against the proposal. This was the election that 
Governor Walton tried to prevent — that at which the 
people voted authority to the legislature to convene it- 
self at any time for the purpose of impeaching any state 
officer. 

Guaranty had broken down in Oklahoma before Gov- 
ernor Walton took office this year, and nothing that his 
appointees have done or omitted contributed appre- 
ciably to the result. Politics do affect banking, how- 
ever, and it throws some light on the political situation 
to note that in less than ten months the Governor ap- 
pointed two Bank Commissioners, and removed them 
both. Mr. Joseph Strain, the first appointee, set out, it 
is said, to do the best he could, and when the Governor 
sought to displace him, Mr. Strain contested the re- 
moval. The Supreme Court held that the Governor was 
within his rights, and Dr. Ernest Bynum took charge of 
the office, only to be removed in his turn in October. 
The Governor stated that Dr. Bynum’s administration 
of the office had been “entirely unsatisfactory” (it had 
lasted about a month) and that the Governor’s own ad- 
ministration could not be effectual unless his appointees 
in the more important offices were in harmony with his 
purposes and loyal to his policies. Testifying before the 
committee of the House of Representatives that after- 
wards recommended the impeachment of the Governor, 
Dr. Bynum expressed the opinion that his own removal 
was due to the fact that he declined to appoint an in- 
competent man as deputy. The vicissitudes of the bank- 
ing department have been such that the usual biennial 
report due as of January first has not been published. 


How have the national banks fared in Oklahoma dur- 
ing war and readjustment? A comparison is hard to 
make for fear of misunderstanding. The writer believes 
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in state banks, is a director in two of them, and a stock- 
holder in others; not, it is true, in Oklahoma, but in 
other states where also failures of national banks are 
fewer proportionately than state-bank failures. Let it 
be said that this showing as regards failures does not in- 
dicate inferiority of state banks. It shows probably that 
national bank supervision is better. There is in every 
reserve district a chief examiner of long experience, di- 
recting the work of examiners far better paid than are 
the state-bank examiners. Politics do not enter into the 
offices of these chief examiners. It has often entered 
into state banking departments—not that weak banks 
have been kept open by ‘‘influence,”’ but that politics 
have too often lowered efficiency. The bankers in a 
number of states — South Dakota, Mississippi, and now 
Nebraska — have recognized this tendency by giving 
the state bankers a voice in choosing examiners or 
boards. Oklahoma did this herself some years ago, but 
the Governor held that his constitutional prerogative of 
appointment could not be thus limited. But the com- 
parative statistics of failures do not prove one system 
good and the other bad. They do suggest ways to im- 
prove bank supervision, but the weak banks have been 
about weeded out of both systems, and the question 
whether to deal with a particular bank is to be deter- 
mined now, as always, not by the kind of charter it has 
— that is of no significance — but by the character of its 
mnaagement. 

None the less, we may take up the comparison of fail- 
ures. The first table on p. 110 shows that against 75 
state bank failures, with 14 reopenings, in the last three 
years, only nine national banks have been closed and 
two of them have been reopened. Some such difference, 
altho rarely so great, is observed in most states. The 
writer has not had opportunity to go so fully into the 
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fortunes of banks in the other states where the guaranty 
of deposits has been in force. But the following account 
of what has taken place in seven other guaranty states, 
while not exhaustive or final, gives data which will be 
well to consider it before attempting conclusions from 
the collapse in Oklahoma. 

Kansas — Kansas adopted deposit guaranty in 1908. 
It will be remembered that it is optional with Kansas 
state banks whether to put their deposits under the pro- 
tection of the Guaranty Fund or not. The figures below 
are from letters from the Bank Commissioner’s office, 
ten years apart. 

June 1913 August 31, 1923 


Number Deposits Number Deposits 
Guaranteed banks .... 472 $71,040,906 691 $181,088,518 
Unguaranteed banks .. 446 42,707,937 381 63,412,082 
All state banks ....... 918  $113,748,843 1072 $244,500,600 


Total capital at the latter date was $27,000,000 and sur- 
plus $14,000,000. There were 266 national banks in 
Kansas June 30, 1923, with $18,000,000 capital, $9,000,- 
000 surplus and $182,000,000 deposits. 

Most of the larger state banks have always seemed 
hitherto to consider it advantageous to have their de- 
posits guaranteed. The relative gain in the number of 
banks under guaranty is partially explained by the fact 
that new banks have found it easier to establish public 
confidence by giving their depositors such protection. 

Bank failures in Kansas have been comparable to 
those in Oklahoma. Thirty-three banks were closed 
from January 1, 1919 to January 1, 1923. One of them 
closed shortly after the retirement of its president, 
Walter Wilson, as Bank Commissioner. Mr. Wilson has 
stated that because of his public duties he was compelled 


8. Conversation with ex-Commissioner Foster. 
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to leave the management of the bank to others. Eight of 
the banks closed were not under guaranty.° 

Kansas had a disappointing wheat yield this year, and 
corn was a failure in the southern part of the state. 
Many banks that had been holding on through the agri- 
cultural depression of the past three years have finally 
succumbed. 

Twenty-three state banks (four in one week) have 
been closed so far this year, and four reopened. The 
Commissioner has adopted the policy of closing banks as 
soon as it appears that their case is hopeless. He be- 
lieves that better reorganizations — more thoro house- 
cleanings — can be had after they are closed than while 
they are open and running without public confidence.' 
No doubt he is right. 

With one single recent exception," there has not been 
a national bank failure in Kansas for nearly ten years, 
a fact to be interpreted under the considerations stated 
on p. 120. 

Some of the failures have been due to war and read- 
justment, some to reckless disregard of the legal limita- 
tion of borrowers’ lines; and there is a distressing record 
of embezzlement, imprisonment and suicide. The big- 
gest failure that ever took place in Kansas occurred this 
summer — the American State Bank of Wichita. The 
bond account was found short $1,500,000. It is said 
that, upon successive examinations, bonds left with the 
bank for safekeeping were exhibited as the property of 
the bank. There were excessive loans to certain oil in- 
terests, too, and the Commissioner says that the total 
losses will be over $2,000,000. The bank had $4,600,000 
deposits, less certain offsets, and its capital, surplus, and 


9. Circular Kansas State Bankers Association, July 2, 1923. 

1. Conversation with Commissioner Peterson, and press dispatches since. 

la. That of the Bank of Beloit, Kansas, in November 1922. It had about $900,000 
deposits. 
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profit accounts were $400,000. Several officers are being 
prosecuted. 

Such a loss might wreck the Guaranty Fund, and the 
Bank Commissioner has a plan to reopen the bank. 
Citizens of Wichita have indicated willingness to sub- 
scribe 5000 shares of new capital at $400 per share, or 
$2,000,000, if the guaranteed banks of Kansas will agree 
to carry 3 per cent of their own deposits with the new 
bank, as part of their own legal reserve. This agree- 
ment would be for a period of five years, but could be 
terminated at any time if the management should prove 
unsatisfactory. This would give the new bank $5,400,- 
000 of deposits to start with. Many guaranteed banks 
have assented to the plan. Many have not; and the im- 
pression at the middle of October was that the plan 
might not succeed. 

The Guaranty Fund has $860,000 cash on hand, and 
holds $1,140,000 of bonds to secure the payment of fu- 
ture assessments. There are $5,500,000 of Guaranty 
Certificates outstanding, two thirds of which the Com- 
missioner expects to be paid out of the assets of the 
failed banks themselves. Meanwhile all the certificates 
are drawing interest at 6 per cent if issued against non- 
interest bearing deposits, and in the case of interest- 
bearing deposits, at the rate such deposits bore — al- 
most always 4 per cent. No certificates have been issued 
in the case of the American State Bank and some recent 
failures.? If it becomes necessary to issue, say, $4,500,000 
in warrants in addition to the $5,500,000 already out, 
the interest, at an average of 5 per cent, will be $500,000 
annually, this falling, of course, as liquidations proceed. 

Now the annual assessments for the Guaranty Fund 
are one twentieth of 1 per cent of deposits. Four addi- 
tional assessments, making one quarter of 1 per cent in 


2. Address by Bank Commissioner Peterson, Parsons, Kansas, October 1923. 
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all, may be levied, provided that at the time of any levy 
the cash in the Fund is below $500,000. The Commis- 
sioner has been criticized for not closing receiverships, and 
thus depleting the Fund so as to make additional assess- 
ments possible; but he says that none are ready to be 
closed. Such assessments would of course be unpopular 
with bankers. Only one additional assessment has ever 
been levied. That was by Commissioner Foster in De- 
cember 1922. Five assessments, the maximum, would 
bring in $450,000 against a possible interest bill of $500,- 
000. This calculation is subject to many qualifications, 
but it suggests that the Kansas experiment in guarantee- 
ing deposits might go the way of that in Oklahoma. 
Confidence in the Fund has been well sustained. A 
Wichita banker tells the writer that when the American 
State Bank failed, comparatively few depositors even 
went down to look in. Recently, however, the numerous 
failures have disturbed some depositors; and some 
banks, notwithstanding their deposits are guaranteed 
and themselves strong, observe now and then a tendency 
to prefer national banks. 

Nebraska. — In Nebraska there were twenty-five 
state bank failures in 1921 and twenty-two in 1922.* 
Besides two regular semi-annual assessments of one 
twentieth of 1 per cent each on deposits in 1922, the 
banks, according to Nebraska papers, had two special 
assessments amounting to $2,053,762, practically 1 per 
cent of average deposits. Regular and special assess- 
ments together were about $2,300,000. 

The following table, constructed from data in the 
Twenty-ninth Annual Report of the Department of 
Banking brings out some of the conditions arising from 
the failures. 


3. Twenty-ninth Annual Report, Bureau of Banking, Nebraska, p. 4. 
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Strate Banks or NEBRASKA PLACED IN RECEIVERSHIP FROM NOVEM- 
BER 30, 1920 To SepremMBER 30, 1922 


Number of banks placed in receivership ...... 42 
iss iis ci at ee a eel ha Stare abe: seis ne $1,406,000 
Deposits (one bank not included) ............ 8,710,981 
Drafts on Guaranty Fund (10 banks not in- 
a ee aoe Dae rw ema 5,205,915 
Returned to Guaranty Fund ................ 176,988 
Cash in hands of Receivers’..................- 517,551 
fe Re er er 2,737,375 


(Other assets of large amounts were classed 
doubtful or worthless) 


Number of banks in operation Sept. 30, 1922 .. 963 
Depositors Guaranty Fund ................. $2,070,930 
Weepeeiee, DONE. GO, TERE osc ee cccwears 238,209,422 


With this may be compared, on the lines already sug- 
gested, the figures of September 15, 1922 made up from 
the reports of the national banks to the Comptroller of 
the Currency. 


NATIONAL BaNKS OF NEBRASKA 


EEE RTOS Fy Str inde Rr dy Le Pee ee 182 
WN ohicsd chic pee Semis taicelenislere $200,078,000 
Failures, four years ended Oct. 31, 1922 ....... 5 


Gross assets ot failed banks, exclusive of capital 
RR hon iee be caf cy eae veer $2,388,000 


Professor George O. Virtue of the University of Ne- 
braska has placed his file at the disposal of the writer. 
It shows that the reaction to the heavy assessments was 
of the same character as in Oklahoma: the state bankers 
procured legislation designed to lessen future burdens. 
The maximum of special assessments after 1923 was re- 
duced from 1 per cent to one half of 1 per cent. A 
‘“‘Bankers Conservation Fund” was established, for 
which the banks are to be taxed not to exceed one 
fourth of 1 per cent of their deposits each year, and 
which is never to exceed one third of 1 per cent of de- 
posits. This fund of, say, $700,000 is to be used by a 
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‘‘Guaranty Fund Commission” of seven bankers to 
keep embarrassed banks open, with the consent of the 
majority owners, as going concerns, and otherwise to 
conserve assets. An expense fund of not over $15,000 
annually is also provided for at the cost of the state 
banks. The Commission may keep a bank open “ with- 
out regard to its solvency,” until it is determined “that 
it is impossible to preserve such institution as a going 
concern.” ¢ Then, after certain court and departmental 
procedure, the Commission liquidates the bank through 
a receiver appointed by itself. The Governor appoints 
the Guaranty Fund Commission, naming one member 
from each of seven geographical groups. He is confined 
in his choice to three names in each group, submitted 
by the banks there. The Governor questioned these pro- 
visions for nomination and appointment, and objected 
to the transfer of so much state authority to a com- 
mission of bankers. However, he permitted the bill to 
become a law without his signature.° 

The Nebraska provisions for aid to embarrassed banks 
remind one of manceuvres of the Banking Board of Okla- 
homa at various times in the past. Such temporizing 
often made bad matters worse and increased the final loss 
to the Fund. If, however, the Nebraska Conservation 
Fund can be administered somewhat like the War 
Finance Corporation, it will be helpful. That Corpora- 
tion, it is not to be doubted, has assisted the South and 
West in carrying.solvent but frozen credits. 

The Depositors Guaranty Fund of $2,000,000 is a con- 
siderable one, and special assessments could be $1,000,- 
000 a year. The same tendency is evident in Nebraska, 
however, as in Oklahoma and Kansas — the attempt to 
pay the depositors of failed banks in such a way as not to 


4. Sec. 18, H. R. 272, which became a law April 8, 1923. 
5. Lincoln (Neb.) State Journal, April 8, 1923. 
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involve the sound banks in serious expense. That can- 
not be done, at least not through times of bad business 
and agricultural depression. 

South Dakota. — The South Dakota system went into 
effect nearly eight years ago, and up to June 24, 1921, 
there had been only three failures.* There were five 
more, however, in the year ended June 30, 1922,’ and a 
little more than a year later the total had reached 
twenty-two.® 

On April 3, 1923, the 561 South Dakota state banks 
and trust companies had $162,000,000 of deposits, over 
$95,000,000 of which was in time certificates or savings 
accounts. The Guaranty Fund was $377,000. One 
hundred and thirty national banks had $79,000,000 of 
deposits. On June 30 there was one more national bank, 
the state banks were fewer by five, and the Guaranty 
Fund had fallen to $94,000. So far depositors had been 
paid within thirty days after their banks failed; but 
some banks have been closed since, and depositors must 
wait until the next annual assessment of one fourth of 1 
per cent is available. There is no provision for emer- 
gency assessments. Mr. M. Plin Beebe, the member of 
the Depositors Guaranty Commission who has kindly 
furnished many of the facts here cited, was not, when he 
wrote, informed as to the liabilities of the Fund, but, 
thought the Commission was “‘about at the end of clean- 
ing up the ‘ lame ducks.’ ”’ ® 

Two national banks failed in the four years ended 
October 31, 1922. They had liabilities, exclusive of capi- 
tal stock, of $1,366,000.! One hundred and thirty-three 


. Report of the Comptroller of the Currency, 1921, p. 191. 
. Report of Comptroller of the Currency, 1922, p. 943. 


6. 

7 

&. Letter from M. Plin Beebe, member of Depositors Guaranty Fund Commission. 
9. Letter from Mr. Beebe. 
1 
p. 1 


. Reports of the Comptroller of the Currency, 1914, vol. i, p. 115; 1920, vol. i, 
86; 1921, p. 102; 1922, p. 78. 
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national banks had, on September 15, 1922, $73,000,000 
of deposits.” 

North Dakota. — The situation in North Dakota was 
aggravated by the hostility of the state administration, 
during the period of Non-Partisan League control, to the 
“capitalistic” banking system. The disastrous experi- 
ment in “‘socialistic”’ banking, the state-owned Bank of 
North Dakota, is still fresh in memory. Lax supervision 
by the state banking department in times past is blamed 
for many of the recent failures. A contributing in- 
fluence in some cases has been the withdrawal of de- 
posits that had been attracted from out of the state by a 
campaign of advertisement of the safety of deposits in 
North Dakota under the guaranty system. Oklahoma 
banks had the same experience with such advertising ten 
to fifteen years ago. 

According to confidential information from a trust- 
worthy source, sixty-four state banks have been closed 
in North Dakota since November 15, 1920. In Decem- 
ber 1922, the losses facing the Guaranty Fund were 
unofficially estimated at between $3,000,000 and $4,000,- 
000. On September 8, 1923, there were 645 state banks 
and trust companies with deposits of $64,000,000, not in- 
cluding $525,000 to the credit of the Guaranty Fund. 
The maximum assessment would be about $160,000. 
This would not keep up the interest on the estimated lia- 
bilities. It seems another reduction to the absurd, and 
there are indications of a drift of public sentiment to- 
ward issuing bonds to pay off depositors of closed banks. 
The legislature does not meet, however, until January 
1925. 

Five national banks failed in the four years ended 
October 31, 1922. Their liabilities, exclusive of capital 
stock, were $1,346,000.2 On June 30, 1923, North 


2. Report of the Comptroller of the Currency, 1922, p. 378. 
3. Reports of the Comptroller of the Currency as cited for South Dakota, above. 
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Dakota had 184 national banks with $75,000,000 of 
deposits. 

Mississippi. — Convenient data for Mississippi were 
furnished by the Chairman of Bank Examiners to Mr. 
Herbert Holmes of Yazoo City as of May 1, 1923, and 
are here summarized. Twenty-one state banks have 
failed since the Guaranty law went into general effect 
in 1915, and fourteen of the failures came in 1921 and 
1922. The maximum assessments, one quarter of 1 per 
cent per annum, were levied both years. One fifth of 1 
per cent (in 1919) had been the highest previous levy. 
From the establishment of the system to the end of 1922 
the banks paid into the Fund $884,000, and about one 
half of this in the last two years. It has taken $817,000, 
net, of these collections to pay the depositors in those 
banks only, nine in number, that failed down to March 
12, 1921. In these cases the Guaranty Fund paid out 
$1,006,000 and recovered to May 1, 1923, $189,000, 
leaving $80,000 in cash on hand; and it was estimated 
that the remaining assets of the nine banks were worth 
$163,000. Against these assets of $243,000 the Fund 
was liable for $1,683,000 of the deposits of the other 
twelve failed banks, and perhaps in addition for $428,- 
000 of their public deposits and deposits otherwise 
secured, whose legal status had not been determined 
when these figures were published last May. The Chair- 
man of Bank Examiners estimated the losses to be made 
good by the Guaranty Fund at $1,035,000. Deducting 
cash and other assets as above, $243,000, there was an 
estimated deficit of $792,000. The maximum assess- 
ment would bring in about $210,000 per annum. 

The writer assumes that about $40,000 would be re- 
quired annually for interest on the liabilities of the 
Fund, and that the Fund could therefore get out of debt 
in four or five years, if there were no more failures. 
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One national bank failed in Mississippi during the 
four years ended October 31, 1922, and it was after- 
ward restored to solvency. There are 31 national banks 
in the state (June 30, 1923) with $43,000,000 deposits. 

Bank examiners in Mississippi have been elected by 
popular vote, a procedure criticized by the writer at the 
time the law was adopted.‘ The Board of Bank Ex- 
aminers is to be supplanted at the end of this year by a 
Superintendent of Banks, to be elected by the state 
banks themselves. It will be important to see if this 
method results in better administration than in other 
states, where the governor makes the appointments. 

Washington. — The guaranty of bank deposits broke 
down in the State of Washington because one big bank 
failed — a danger frequently pointed out in discussions 
of the operation of the system in other states. The total 
deposits of 298 state banks in 1921 were $155,000,000, 
and over $10,000,000 of this was in one institution, 
the Scandinavian-American Bank of Seattle. It closed, 
the largest bank in the system; and, guaranty in Wash- 
ington being optional with the banks, all in the system 
withdrew.’ Mr. C. L. Nelson, who is in charge of the 
Guaranty Fund Department as Assistant Secretary of 
the Banking Board, writes that these banks took “their 
losses of one and one half per cent of their average el- 
igible deposits.” ‘‘There are now,” he states, ‘‘no banks 
operating under the Guaranty law, altho we have several 
banks that withdrew prior to the failure of the Scan- 
dinavian-American Bank whose liabilities to the fund 
are being determined in the courts.’ Fifty per cent, 
$4,240,935, has been paid on warrants drawn on account 
of the Scandinavian-American Bank failure. There will 
be some further realization from its assets. Mr. Nelson 

4. Quarterly Journal of Economics, 1914, vol. xxix, p. 419. 


5. See the account of this episode by Mr. H. H. Preston in the Quarterly Journal 
of Economics, February 1922, vol. xxxvi, p. 350. 
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continues: ‘‘We do not anticipate that the warrants 
will ever be paid in full, altho we hope they will be paid 
up to seventy or eighty per cent of their face value. The 
guaranty of deposits in this State has been ‘ tested and 
found wanting.’” 

Texas. — Texas has been reserved for discussion last 
of all, because, if there is a way to maintain the guaranty 
of bank deposits, Texas has that way. The Bank Com- 
missioner, Mr. J. L. Chapman, has sent to the writer a 
statement prepared by Mr. W. L. Peterson, Deputy 
Commissioner, for publication in the Guaranty Fund 
Bulletin of Texas. Except for the introductory para- 
graphs the paper is here quoted in full. 


Up to November 1, 1920, the State Bank failures had been few 
and far apart, subsequent to the enactment of the Guaranty Fund 
law. But following the World War, the general depression caused a 
number of banks to fail; therefore, in order to distinguish between 
the normal and the abnormal periods I shall submit the statistical 
data separately. 

From January 1, 1910 to November 1, 1920, nineteen Guaranty 
Fund Banks failed. For the purpose of paying the non-interest bear- 
ing and unsecured depositors of these banks, $881,594.85 was with- 
drawn from the Guaranty Fund. Up to this date, $570,971.88 of the 
the $881,594.85 has been returned to the Guaranty Fund Banks 
through the medium of dividends; therefore it will be evident to you 
that the Guaranty Fund Banks sustained a loss of approximately 
$310,622.97 for that period. Practically all of the assets of the nine- 
teen failed banks have been disposed of; therefore it may be safely 
said that the $310,622.97 is approximately the entire loss sustained 
by the Guaranty Fund Banks during the first ten years of the opera- 
tion of the Guaranty Fund law. This was an average cost of $50 to 
each member bank per year. 

From November 1, 1920 to date, $9,460,106.77 has been with- 
drawn from the Guaranty Fund to pay the non-interest bearing and 
unsecured depositors of sixty-one failed banks. To date, $1,790,- 
147.90 of the $9,460,106.77 has been returned to the Guaranty Fund 
in the form of dividends. 

This Department now has in its hands for liquidation a large 
number of assets belonging to the various sixty-one defunct banks, 
out of which we are sure to realize at least an additional $1,750,000, 
and perhaps $2,000,000 or $2,250,000. 
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It will be apparent to you, then, using the above figures as a basis, 
that the Guaranty Fund from November 1, 1920 to September 15, 
1923, has stood a loss of between $5,000,000 and $6,000,000. 

As a matter of comparison, it can then be said that during the 
normal period above referred to, the Guaranty Fund stood an aver- 
age yearly loss of approximately $31,000; and during the financial 
depression stood an average yearly loss of approximately $2,000,000. 

In other words, during the depression which followed the World 
War, the Guaranty Fund Banks of Texas sustained losses of ap- 
proximately $6,000,000, which otherwise would have been lost by the 
depositors. [Italics in the original.] 

After emerging from the terrible financial catastrophe the Guar- 
anty Fund remains intact, as sound as the Rock of Gibraltar, and 
generally speaking, the morale of the member banks is excellent. At 
the present time there is in the permanent Guaranty Fund Account, 
approximately $3,250,000. The Banking Commissioner is em- 
powered by law to levy a maximum assessment of 2 per cent of the 
average daily deposits of the combined Guaranty Fund State Banks 
of Texas, for the purpose of paying the non-interest bearing and un- 
secured depositors of the failed Guaranty Fund State Banks. The 
combined deposits of the State Banks of Texas are approximately 
$300,000,000 under normal conditions; therefore it will be seen that, 
in addition to the $3,250,000 now in the possession of the State 
Banking Board as a reserve fund, in case of an emergency, approxi- 
mately $6,000,000 is available annually at the instance and call of 
the Commissioner to care for eventualities. 

Bankers of other systems are advancing the argument that the 
assessments have been so heavy in past years that it has weakened 
the member state banks. Such an allegation is untrue. It is a fact, 
however, that during the past three years the member banks have 
had to contribute an appreciable portion of their profits in payment 
of the assessments levied against them. It should be borne in mind, 
however, that the last three years have been exceedingly abnormal. 
The average annual loss sustained for the past thirteen years would 
be reasonable, and may we not, after profiting by the experiences of 
the past, hope to materially reduce the number of failures for the 
next thirteen years? 

Not one non-interest bearing and unsecured depositor ever lost a cent 
in a Guaranty Fund Bank of the State of Texas, even tho we have passed 
through the darkest period of the financial history of the State. [Italics 
in the original.) 

It has been said that, comparatively speaking, there have been 
too many State Bank failures. Please bear in mind that there are 
now 961 State Banks in the system. Before the depression. there 
were over 1,000. There are about twice as many banks in the state 
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system as in any other system; therefore it is reasonable to presume 
that the failures would be proportionately larger. As a matter of 
right and wrong, should not the farmer who has earned his money by 
the sweat of his brow be entitled to complete protection when he 
deposits his money in a bank? Has not a widow or minor children, 
who have come into possession of insurance money through the 
death of their husband or father, a moral right to 100 per cent pro- 
tection when their funds are trusted to the use of a corporation 
which thrives on the public? They are uninformed as to the solvency 
of banks. The principle of the Guaranty Fund will in future years 
come increasingly more in favor in the eyes of the general depositing 
public. 


The author of the foregoing seems to suggest a com- 
parison of state and national bank failures. It is rather 
less adverse to the state system than in the other states 
we have here discussed. Data as to losses sustained by 
Texas depositors in national banks are not at hand, but 
the sixty-one state bank failures may be compared with 
twelve national banks closed from November 1, 1920 to 
October 31, 1922. Two of these banks were restored to 
solvency. The liabilities of the others, exclusive of capi- 
tal stock, were $7,217,794. 

According to the most recent statement the writer 
has, the capital of Texas state banks and trust com- 
panies is about $45,000,000, their surplus about $13,- 
000,000, and deposits $218,000,000. A tax of $6,000,000 
annually, which the Deputy Commissioner suggests as 
possible, or even the $4,360,000, which might be levied 
on the smaller deposits just stated, would of course be so 
terrific as to drive all banks out of the state system that 
could get into the national. The burden even now is not 
lightly borne. A friend whose national bank has taken 
over two state banks tells the writer that he found more 
than 25 per cent of their capital and surplus ‘‘invested in 
the Guaranty Fund.” There will of course be some re- 
coveries as the Fund realizes on the assets of failed 
banks respecting which the assessments were made. 
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Notwithstanding the severity of the losses, Texas has 
found the only way to keep up the guaranty of bank de- 
posits, if there is any way at all. The State is, so far, 
collecting adequate premiums to cover the guaranty, 
and is maintaining a considerable reserve. 


There have been failures, of course, in states that 
never adopted deposit guaranty. From January 1, 1920 
to the middle of August 1923, 27 state banks closed in 
Missouri and did not reopen. This is a good record, for 
Missouri has about 1500 state banks. Mr. J. G. Hughes, 
Commissioner in 1921-22, and his successor, Mr. F. C. 
Millspaugh, have been persistent and skillful in inducing 
directors of weak banks to “‘guarantee”’ deposits. This 
has enabled many banks to continue, that must other- 
wise have closed. Eleven state banks closed in Arkansas 
and 26 in Colorado. Whether any reopened, the writer is 
not informed. In any case, each of these three states had 
fewer state bank failures than any of the three neighbor- 
ing states of Oklahoma, Kansas, and Nebraska. It is 
impossible to offer strict proof that the guaranty of bank 
deposits had anything to do with the difference. Clima- 
tic vicissitudes, economic conditions, and reserve wealth 
vary, of course. The difference in failures comes to 
mind, however, when one hears a story such as that of 
an Oklahoma banker who explained his acceptance of a 
hazardous grain account by saying that the apparent 
profit was large, and that his depositors, being guar- 
anteed, could not suffer anyway. Few bankers would be 
so frank, and it is probably not often that banks fail 
from such deliberate recklessness. 

No one, however, can review the events narrated in 
this article without seeing that bank casualties in plenty 
have come from the fact that many inexperienced, many 
incompetent, and some crooked men have got into the 
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banking business and have attracted deposits they never 
would have received if deposits had not been guaran- 
teed. Such bankers have outbidden sound bankers for 
accounts by granting credit on insufficient security or 
none. It was easy in the flush times to build up impres- 
sive deposits in that way. But now many of these bank- 
ers have lost their banks and their honor, and their 
depositors hold warrants against abandoned or delin- 
quent guaranty funds. In other words, if you guarantee 
deposits, lots of bankers lean on the guaranty, and fall. 

The writer has stated in this Journal more than once 
the general arguments that appear to him important in 
the discussion of deposit guaranty and related problems 
of the establishment and administration of banks.® 
Some of these arguments must be repeated here, tho in 
summary form. 

Does the tendency of deposit guaranty to promote 
bad banking finally dispose of all arguments for the sys- 
tem? Almost all bankers say yes. They resent bitterly 
the taxation of good banks to pay the losses of bad. 
These two objections are inherent, of course, in all insur- 
ance. Every careful, honest merchant is paying with his 
fire-insurance premiums for the losses of his careless or 
criminal competitor. ; 

Let us pause to consider this analogy. It is at many 
points exact; for instance, as regards the increase of 
hazard due to insurance. Almost any banker can tell 
you, if he will, of fire after fire that has occurred just after 
he has declined to lend money on a weak statement. 
There are no statistics of arson, but we know the ter- 
rible increase of fire losses in times of depression. 

Deposit guaranty is of course simply deposit insur- 


6. See Quarterly Journal of Economics, November 1909 and February 1910 (these 
two reprinted, under the title, “State Banks and Trust Companies since the Passage of 
the National Bank Act,’ in the Publications of the National Monetary Commission); 
November 1913; February 1915; November 1921. 
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ance. Some bankers, confused by the fact that the de- 
positor does not pay the premium or tax, say that it is 
not insurance at all; but of course it is insurance, who- 
ever pays the premium. Probably these same bankers 
are buying insurance policies, called bonds, for certain 
large public accounts, and paying the premiums them- 
selves. 

The objections to deposit guaranty are qualitatively 
the same that inhere in most forms of insurance, and 
guaranty cannot be dismissed from consideration unless 
it can be proved that there is no public need of such in- 
surance, that the losses and expenses of the insurance 
exceed the benefits of it, and in the latter case that there 
is no way of lessening losses enough to make the insur- 
ance practicable. 

No one can ever have observed the distress, the 
thwarted hopes, the twisted lives that bank failures 
cause, without wishing there were some way to make the 
depositors whole. Bankers are apt to say that deposit 
guaranty is not practicable without efficient bank super- 
vision, and that then it is unnecessary. That does not 
follow. Altho the losses, averaged for a period of years, 
are small indeed, the writer would say again, quoting 
from his first article on the subject: 


The statistics that prove how comparatively rare bank failures 
are and how infinitesimal the ultimate loss is, are not valid as a meas- 
ure of the blighted ambition and the ‘‘ wreck of happiness”’ that fol- 
low the closing of banks. . . . 

Now, this loss, while infinitesimal, deters a great many people 
from depositing in banks, for the reason that people do not know 
what institutions will fail. It is suggested, of course, that such a fear 
is unreasonable. ‘‘ Let the people pick out good banks to do business 
with,” say the opponents of deposit insurance. But in too many 
cases the people cannot pick good banks. Not only in the country, 
but in the city, a large number of people have not and cannot get the 
necessary information to enable them to determine whether a given 
bank is good or not. A few banks stand out in their communities 
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preéminent for strength and conservatism, but these cannot do all 
the business, and every now and then one of these very institutions 
fails. To say nothing of laborers and small tradesmen, even the great 
business man usually knows only by general reputation whether a 
bank is good or not. He cannot know of all of the bank’s invest- 
ments. Altho in touch with the affairs of the community, he is de- 
pendent on current gossip for any details he may chance to learn of 
those transactions that impair a bank’s solvency. 

The closing of any bank is a surprise to the very directors. Few of 
its depositors can have had any reasonable chance to learn anything 
about it. Whom could they have asked? The directors? They were 
deceived themselves. The big business men of the city? If they had 
their misgivings, they would not have communicated them. Did 
they inquire as to the general reputation of the management, the 
answer would almost invariably be, “reputation all right.” The 
crash of failure comes upon the depositor almost always without his 
having had personal warning or any practical opportunity to obtain 
it. Tho there may be little active demand for bank-deposit insur- 
ance (it is a novel matter anyway), it is not true that there is no 
need for such insurance. The advisability of giving the holder of a 
bank’s notes protection additional to that afforded by the particular 
bank has long been recognized. Until comparatively recent times the 
liabilities of banks were chiefly notes. Now the liabilities are chiefly 
book credits — deposits. It may be time that depositors should 
cease to be dependent upon the fortune of a single bank in a single 
place.’ 


There is, then, a need which everybody would like to 
see met if it could be met with safety to our banking 
system and to society. It is a need so real, and the dan- 
gers if it is not met are so great, that sometimes it is met 
voluntarily, and the solvent members of a clearing 
house will save the depositors of an insolvent member. 
Tho the operation is expensive, the loss of public confi- 
dence from a bank failure would, it is calculated, be 
greater than the money paid out to meet the obligations 
of the fellow member. This happened in Chicago in 
1907; it has happened in other cities since. 

It must be agreed, however, that the experience of 
Oklahoma with state-administered deposit insurance 


7. Quarterly Journal of Economics, February 1910. 
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raises a presumption, reinforced by the course of events 
in some other states, that the condition above postu- 
lated does exist ; that the losses under deposit insurance 
as it is now practised exceed the benefits. Such losses 
becomes, in fact, an intolerable burden on solvent banks, 
and sometimes a positive danger to depositors who 
would not otherwise be involved. 

There remains, then, only the last question, whether 
there is any way of lessening the losses enough to make 
deposit insurance practicable. Obviously it is not worth 
while to establish insurance that will not pay the losses 
in war and peace, through good harvests and bad. The 
insurance must be dependable, or we shall miss the eco- 
nomic gain of it—full confidence in the integrity of de- 
posits at all times,and consequently never a bank panic. 
Except perhaps in Texas, there is such reaction by the 
bankers against the taxes necessary to maintain the 
guaranty of bank deposits as to make the future of the 
guaranty system too precarious for practical reliance. 

Unless, indeed, the losses can be cut down and kept 
down. That would require bank supervision compar- 
able to that of the Comptroller of the Currency, and an 
enforcement of the criminal laws like that of the Federal 
courts. This suggests the possibility of the guaranty of 
national bank deposits, but that experiment must not be 
undertaken. Leaning on the guaranty might break 
down national bank supervision and Federal law en- 
forcement. It is traditional now that one who seriously 
violates the United States criminal law (except, for the 
time being, the Volstead Act) is in grave danger of his 
liberty. National bank supervision is helped by the 
tradition that one must not trifle with the Federal gov- 
ernment, even by making excess loans. The State Bank 
Commissioners would have tasks far easier if they had 
the same tradition behind them, especially in guaranty 
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states where the fact, so long as it is a fact, that deposi- 
tors have suffered no loss, deadens the public opinion 
necessary to the successful prosecution of criminal 
bankers. 

Here we meet issues of government much too wide for 
present discussion; but their final determination, when 
it comes, will be decisive of the feasibility of deposit 
guaranty. Texas should, perhaps, be excepted from our 
present judgment, and someone should study its experi- 
ences in full detail. In the other states, at least, that 
have attempted the guaranty of bank deposits, there 
does not now appear either such regard for law because 
it is law, or such provision for the payment of bank 
losses, as would make probable the permanence of de- 
posit guaranty. 

THORNTON COOKE. 

Kansas Crrr, Mo. 
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TAYLOR’S PRINCIPLES OF ECONOMICS! 


Ir is not an easy matter for one teacher to dogmatize about 
the usefulness or otherwise of the methods which experience 
has commended to another. Still less easy is it for one who 
has ceased for a number of years to practise the art of teach- 
ing to cavil at features which do not commend themselves to 
him. In the case of Professor Taylor’s treatise, the very ex- 
cellencies of the general treatment of the subject, which 
cannot but strike the readers of his volume, furnish reasons 
for careful consideration of certain important features in 
respect of which he appears to have adopted a course of ex- 
position open to challenge. That his presentation of the 
subject is unquestionably calculated to stimulate students 
using his text to think out for themselves the inter-relations 
of economic forces commends his book to the critic. The 
central body of doctrine presented in its pages is thoroly 
sound, and his long experience has enabled him to appreciate 
the nature of the difficulties commonly encountered by stu- 
dents of economics and to encourage them to face those diffi- 
culties frankly and boldly. He offers solutions of many 
knotty problems, in a manner calculated to encourage his 
readers to penetrate more deeply into the realities of the situa- 
tion and not rest content with simple formule repeated par- 
rot-fashion. For all this, and much more that might be added 
in the same sense, those who have entered on the study of 
economics under his guidance will owe him a debt of grati- 
tude. The book presents the results of many years of ex- 
perience, its form being the outcome of numerous corrections 
and revisions, as is explained in the preface. 

In offering to a wider public than those who have sited 
his lectures the results of his lecturing experience, Professor 


1. Principles of Economics, by F. M. Taylor, Ph.D., Professor of Economics, Uni- 
versity of Michigan. The Ronald Press Company, New York, 1921. 
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Taylor challenges comparison of his methods with those of 
others, and the present writer, tho strongly attracted by 
much that is presented with refreshing clearness and admir- 
able frankness, feels unable to refrain from raising, in respect 
to features of considerable importance in the general presenta- 
tion of the material, some doubts as to the procedure followed. 
The first of these is a technical matter, relating to the 
treatment of the price-determining factors resulting from the 
conditions affecting demand and supply. In two different 
respects the method adopted may be considered open to 
criticism. In dealing with the variation of the quantities 
which, as price varies, are offered or demanded respectively, 
illustrative figures are given which, in some cases, show quite 
accurately that the changes in these quantities consequent 
on a given absolute (or relative) change of price are by no 
means uniform at all price-levels. In spite of this, the dia- 
grammatic presentations (and the tabular statements directly 
represented in the diagrams) with few exceptions treat the 
problems on the basis of equal changes of quantities offered or 
demanded for equal changes of price, whatever the actual 
price-level from which such change occurs. It appears by no 
means improbable that, by thus encouraging students to 
treat all demand aud supply curves as straight lines, a habit 
of thought may be developed which will prove a serious 
obstacle to a correct analysis of some, at least, if not of many, 
of the problems in the solution of which it is desired to train 
them. The use of such “straight-line’’ diagrams should 
surely be made to lead up to the greater reality which cannot 
be approached without introducing the curves that corre- 
spond to actuality. That we are, in general, ignorant of the 
precise shape that should be given to the curves cannot be 
taken as a justification for wholly ignoring their curvature. 
There is another feature of this part of the analysis which 
the author regards as of fundamental importance. He dis- 
cusses with much elaboration the influence of what he de- 
scribes as the marginal supply and demand prices and the 
first extra-marginal supply and demand prices. The intro- 
duction of these conceptions appears to depend on regarding 
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prices as capable of variation only by finite steps; and tho, 
for illustrative purposes, it may be useful to begin with the 
conception of prices moving by uniform finite amounts, it is 
surely more than possible that actual variations of fractions 
of the amount selected as the unit of variation, or of multiples, 
other than exact integral multiples, of that amount, may be 
encountered. The imagination finds no difficulty in conceiv- 
ing of them, and experience may readily fortify imagination 
in this matter. To treat by the method of finite differences 
problems for the thoro solution of which the infinitesimal 
calculus is required cannot be regarded as wholly satisfactory. 
It is one thing to commence the exposition with finite steps, 
but it is quite a different thing to evolve an elaborate doctrine, 
which loses all its force and value if the steps of variation are 
not kept finite. 

Whatever of unreality may be involved in treating varia- 
tion as continuous, the definite framing of elaborate explana- 
tions of the price-fixing factors, based on the hypothesis that 
the variations are essentially discontinuous, appears to the 
present critic to be a blemish on what promised otherwise to 
be a remarkably sound and helpful exposition. Had the 
author even gone so far as to state that, when the variations 
are discontinuous, the determination of price takes place 
within the limits indicated by him, but that the hypothesis 
of continuous variation makes the four limiting values coa- 
lesce into one, the criticism now offered would have lost most 
of its force. The application of mathematical conceptions in 
economics may easily become harmful rather than helpful if 
those conceptions are handled in the manner of a stranger to 
mathematical analysis. As has been well said by a great Eng- 
lish teacher, the use of mathematical symbols in economics — 
and the same is in a large degree true of such methods as are 
illustrated in the matter now criticized — is to be found in 
the assistance they afford, to those skilled in mathematics, in 
following out a course of logical argument, rather than in the 
aid they render to those not familiar with mathematical 
modes of thought in grasping an argument presented in more 
or less mathematical form. 
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The second matter of principle on which the present writer 
ventures to express a judgment different from that of Pro- 
fessor Taylor is the decision to include, in the same volume 
in which the student is introduced to the analysis of economic 
facts and processes, a deliberate critique and defense of the 
existing industrial system. The author is, as he shows, well 
aware that, in making his choice in favor of this course, he 
goes beyond what some consider to be the proper limits of 
economic science. We should rather say that the important 
discussion of the question whether the existing order can be 
justified would be much more conveniently and appropriately 
handled in a treatise dealing especially with that topic, in 
which some considerations might well be introduced which 
would be rather out of place in chapters annexed to an intro- 
ductory textbook on economic science. Neither the scien- 
tific analysis nor the critique of the existing system seems to 
us to gain by being included in one and the same introduc- 
tory study. The inclination must be admitted to jump from 
an analysis of the inter-relations of different features of our 
existing system to the question whether that system justifies 
itself by its results. But that question appears to need the 
consideration of other matters than those with which the 
scientific economic analysis is concerned, and matters of a 
wholly different order. To deal with it satisfactorily, it would 
be preferable to attack the problems in a treatise — or series 
of lectures — concerned primarily with these problems, and 
addressed to students whose previous studies had included 
the scientific analysis without which these problems cannot 
be adequately discussed. While impatient students desire to 
hasten over the preliminaries and get to the discussion of the 
best way of reconstructing the world, it may prove a very 
doubtful advantage to offer them, in their introductory 
course, the discussion of whether such a reconstruction is or 
is not desirable. 

It will be observed that the challenge to Professor Taylor’s 
choice of procedure is not based on whether an economist is 
justified in discussing the group of problems in question, or 
whether that discussion may properly be included in an 
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elaborate advanced study of economic principles, but on the 
decision to crowd this discussion into an introductory course 
of economic analysis, rather than to defer it for more detailed 
and deliberate treatment for students whose grounding in 
economic analysis is assumed to have been separately pro- 
vided for. Perhaps this line of criticism may appear some- 
what extreme, but the reading of Professor Taylor’s textbook 
left on the mind of the present writer the impression that 
students would be apt to be concerned with the last sixty 
’ pages rather than with the first five hundred, and that there 
would be a tendency to view the abstract discussions occupy- 
ing the bulk of the volume from the standpoint of the chap- 
ters with which it concludes, and to the detriment of the 
excellent work represented in the first forty-one chapters. 
An illustration of an inconvenience of the choice made 
may, perhaps, be found in the treatment of money. We might 
ask whether it is satisfactory to present a justification of the 
present economic system based on the assumption that that 
system involves, as a part of its mechanism, a standard money 
redeemable in gold. Does not this limit the justification of 
the present economic system of the world rather narrowly? 
A world which for the most part is struggling along without 
redeemable currencies lies outside the range of the discussion. 
It might have been preferable to devote the space consecrated 
to the justification of the existing order to an extended study 
of money, so as to cover cases in which the redeemability in 
gold, with which residents in the United States are familiar, 
was not realized, as it is not generally realized at present in 
the world at large. Even at the date of the issue of Professor 
Taylor’s book, this feature of world-affairs could hardly be 
overlooked by careful observers; and subsequent experience 
has emphasized the difficulties of dealing with the situation 
created by the monetary chaos afflicting so many countries 
whose economic structure is in other respects of an advanced 
type. 
Regarding one other feature of the treatment of the sub- 
ject the point of view presented leaves something to be de- 
sired. In introducing his students to the concept of capital, 
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Professor Taylor, like other writers, dwells on the fact that 
capital enables stocks to be carried, and slowly ripening 
services to be waited for. While this is undoubtedly true and 
useful, the emphasis on the passive side of capital services 
hardly represents the true difference between production 
with much capital and production with little capital. The 
fact is that, given the requisite supply of capital, processes of 
production can be adopted which, while involving in some 
cases a longer interval between inception and completion than 
less capitalistic methods, are more effective because they 
enable natural advantages to be utilized or obstacles evaded. 
While a certain quantum of “waiting” is required, it is not 
merely passive waiting; and in the examples selected in this 
book, the attention of students is too markedly directed to 
mere passive waiting, and not enough to the technical effi- 
ciency of productive processes which can be achieved when 
a supply of capital is at the disposition of the community. 
In particular, it does not appear satisfactory to insist that, in 
using durable instruments of production the services of which 
mature regularly over a prolonged period of time, the greater 
part of the capital is “idle” during that time. Even in the 
case of a plantation of trees, containing sections which, year 
by year, will become ripe for cutting and will be replaced by 
new plantings, it is surely not an accurate representation of 
the facts to describe all the plantation except the section cur- 
rently yielding timber as “idle.” 

Happily this defect in the initial presentation of the nature 
and sources of capital has less influence than might have been 
supposed on the discussions which follow regarding value, 
cost, and the division of the value of products among the con- 
tributors to their production. It may be added that the point 
at issue is not the difference between a treatment of “capital 
goods” and a discussion of “capital.” There is some danger, 
however, of overlooking the real nature of the capital prob- 
lem if the discussion of “capital as capital” gets too far away 
from the concrete forms in which capital is embodied. 


A. W. Fivux. 


LonvDon. 
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REED’S DEVELOPMENT OF FEDERAL 
RESERVE POLICY ! 


ALTHO it is over eight years since the Federal Reserve banks 
began operations and almost ten years since the Federal Re- 
serve Act was passed, this is the first book that undertakes an 
analysis of the manner in which our central banking system 
has thus far carried out the purposes that called it into being. 
Indeed, for a work of the kind to have real value, it is prob- 
ably essential that there should have been a considerable 
lapse of time before the analysis was attempted. Previous 
books in the field, such as those by Conway and Patterson, 
Dr. H. Parker Willis, Professor E. W. Kemmerer, C. W. Bar- 
ron, while useful in their way, never pretended to be more 
than descriptions of the organization of the reserve system; 
and all were written too early to give critical accounts of the 
policies that have been pursued. It is also a happy incident 
that the present work should have been written by a professor 
of banking and finance from a university in the Middle West. 
The fact that the author is located in the midst of the great 
agricultural area of the country, — a section from which the 
bitterest attacks have been made on the policies pursued by 
the management of the Federal Reserve banks and the Fed- 
eral Reserve Board, — and that he has had no personal con- 
tact except that of a student of finance, makes his point of 
view of unusual significance and value. The time is also most 
opportune for a book of this character, for, as the author 
states, many misconceptions are current regarding the nature 
and purposes of the Federal Reserve banking system, not only 
in the minds of the people at large, but also, it must be ad- 
mitted, in the minds of many of our public officials. 

Professor Reed states in his preface that the book was pub- 
lished for the general reading public rather than for class- 
room purposes, but that it may serve also as a second book to 
follow the reading of the elementary texts in college courses in 


1. The Development of Federal Reserve Policy. By Harold L. Reed. Pp. 352. Bos- 
ton: Houghton Mifflin Co., 1922. 
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money and banking. It should be said at once that it appears 
to meet both qualifications. It presents in an interesting man- 
ner the story of the reserve system since its inception; points 
out that the Reserve banks have been operating under un- 
usual conditions, because of the exigencies of the great war, 
and that the degree of development under these conditions 
was satisfactory; but points out also that the permanent cri- 
terion of their usefulness must be found under normal peace 
conditions. Altho it deals with many technical matters, such 
as check collection, the eligibility of loans, the use of credit, 
and the like, it is written in a simple style, and is free from the 
usual technical terms. 

It is of some significance that the author feels that the de- 
velopment of the Federal Reserve’s par collection should be 
given a position of prominence. In the first chapter of his 
analysis of the reserve system, therefore, he shows the great 
value which the free collection of checks has had for the busi- 
ness of the country, by practically ridding our banking system 
of the unsound custom of indirect routing of checks, and, to a 
large extent, of the exchange charge: evils which have been 
almost forgotten except by a minor section of the country, 
where a small majority of state banks are still fighting to 
maintain that the exchange charge on checks is a proper bank- 
ing charge. He also recognizes the importance of the gold 
settlement fund, of which he says that “it is impossible to 
stress too highly its functions in enabling to run smoothly the 
mechanism of domestic exchange.” 

One of the most interesting chapters is that dealing with 
agricultural credits. Here it is explained that the need of the 
farmer has been for a longer credit than that which either the 
Reserve banks or the member banks should be called upon to 
extend, because the member banks of the Federal Reserve sys- 
tem are for the most part commercial banks, carrying with the 
Federal Reserve banks a balance which is largely a reserve 
against demand deposits. In considering the provisions of the 
Federal Reserve Act, Professor Reed is impressed by the fact 
that the Federal Reserve Board has gone to the limit in mak- 
ing a liberal interpretation of the provisions dealing with agri- 
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cultural credits. He reaches the conclusion regarding discount 
rates (p. 148) that it is difficult to convict the Federal Reserve 
Board of any failure to recognize the legitimate needs of agri- 
culture, and points out (p. 152) that most of the feelings en- 
gendered in the agricultural sections were caused by “ passing 
of the buck” by the local banker, when further loans were re- 
fused, to the shoulders of the Federal Reserve banks, and also 
by a general lack of understanding of the emergency character 
of the Reserve system. Professor Reed evidently has made a 
careful study of the credit problems of the agricultural dis- 
tricts, and his familiarity with the needs and points of view of 
that section has enabled him to study the question dispas- 
sionately. His conclusions on the subject therefore should be 
accepted as high authority, especially in reference to the man- 
ner in which the Federal Reserve Board met the problems 
that faced it in dealing with the situation as it affected the 
great farming sections of the country. 

The last half of the book is given to discussions of the poli- 
cies adopted by the Federal Reserve management with respect 
to the problems which developed from year to year from the 
time the Reserve banks began active operation. The analyses 
of these problems are clear and the author’s conclusions and 
criticisms are sound. The chapter on the period of post-war 
credit expansion gives a lucid and concise account of the fac- 
tors entering into that phase of the business cycle. He fails, 
however, in his criticism of the policy governing Federal Re- 
serve note issues (p. 306), to offer any satisfactory solution of 
the problem how the increase of Federal Reserve notes during 
that period could have been overcome otherwise than by the 
paying out of gold or lawful money by the Reserve banks. 
If, as he states, “the underlying theory of Federal Reserve 
note issues was that the note should be emitted under regula- 
tions very similar to those governing deposits,” such a criti- 
cism is most important, and one which those directly inter- 
ested in the welfare of the Federal Reserve system should take 
immediately to heart by making it the subject of most careful 
study and investigation. 

There is good reason to believe that few persons, other than 
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those connected with the Federal Reserve banks, understand 
either the conditions under which Federal Reserve notes are 
emitted or retired by Federal Reserve agents and by Federal 
Reserve banks, and therefore there has been much confusion 
as to the control by the Federal Reserve banks of their note 
issues. The provisions of the Federal Reserve Act, in reference 
to the issuance of Federal Reserve notes, as first enacted, were 
that “any Federal Reserve bank may make application to the 
local Federal Reserve agent for such amount of the Federal 
Reserve notes hereinbefore provided for as it may require. 
Such application shall be accompanied with a tender to the 
local Federal Reserve agent of collateral in amount equal to 
the sum of the Federal Reserve notes thus applied for, and is- 
sued pursuant to such application. The collateral security 
thus offered shall be notes and bills, accepted for rediscount 
under the provisions of Section 13 of this act... . Every 
Federal Reserve bank shall maintain reserves in gold . . . of 
not less than forty per centum against its Federal reserve 
notes in actual circulation, and not offset by gold or lawful 
money deposited with the Federal Reserve agent. . . . The 
Board [Federal Reserve Board] shall have the right, acting 
through the Federal Reserve agent, to grant in whole or in 
part, or to reject entirely, the application of any Federal 
Reserve bank for Federal Reserve notes; but to the extent 
that such application may be granted the Federal Reserve 
Board shall, through its local Federal Reserve agent, supply 
Federal Reserve notes to the banks so applying, and such 
banks shall be charged with the amount of such notes, and 
shall pay such rate of interest on said amount as may be 
established by the Federal Reserve Board. . . . Any Federal 
Reserve bank may at any time reduce its liability for out- 
standing Federal Reserve notes by depositing with the Fed- 
eral Reserve agent its Federal Reserve notes, gold, gold certif- 
icates, or lawful money of the United States. Federal Reserve 
notes so deposited shall not be reissued, except upon com- 
pliance with the conditions of an original issue.” 

There are two points to be noted: first, that the collateral 
security under the original provision could be only notes and 
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bills accepted for rediscount under the provisions of Section 13 
of the Federal Reserve Act; and second, that the Federal Re- 
serve bank must maintain reserves in gold of not less than 40 
per cent against its Federal Reserve notes in actual circula- 
tion, and not offset by gold or lawful money deposited with 
the Federal Reserve agent. 

There was some ambiguity regarding the interpretation of 
these provisions of the Federal Reserve Act dealing with note 
issues, and also with the exchange of Federal Reserve notes for 
gold which was found to be desirable in the early days of the 
war. This difficulty was met by the Federal Reserve banks 
depositing discounted paper with the Federal Reserve agents, 
obtaining notes, and then withdrawing the paper by deposit of 
gold; thereupon repeating the process with the paper. But 
when the Federal Reserve Act was amended on June 21, 
1917, the following provision was adopted in reference to note 
issues: 

The collateral security thus offered shall be notes, drafts, bills of 
exchange, or acceptances acquired under the provisions of section 
thirteen of this act, or bills of exchange endorsed by a member bank 
of any Federal Reserve district and purchased under the provisions 
of section fourteen of this act, or bankers’ acceptances purchased un- 
der the provisions of said section fourteen, or gold or gold certificates; 
but in no event shall such collateral security, whether gold, gold cer- 
tificates, or eligible paper, be less than the amount of Federal Reserve 
notes applied for. 


The amended section provides also that when the Federal 
Reserve agent holds gold or gold certificates as collateral for 
Federal Reserve notes issued to the bank, such gold or gold 
certificates shall be counted as a part of the gold reserves 
which such bank is required to maintain against its Federal 
Reserve notes in actual circulation. 

Altho the law still required that ‘such bank shall be 
charged with the amount of notes issued to it, and shall pay 
such rate of interest as may be established by the Federal Re- 
serve Board on only that amount of such notes which equals 
the total amount of its outstanding Federal Reserve notes less 
the amount of gold or gold certificates held by the Federal Re- 
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serve agent as collateral security,” no such rate of interest has 
ever been established by the Federal Reserve Board, and 
therefore the notes have been turned over automatically as 
the needs for currency of the member banks developed. 
There has been the impression in the minds of some that this 
interest charge called for in the act would be passed along to 
the member bank; but the practical working of issuing notes 
is such that the notes when issued go direct to the Federal 
Reserve bank and do not necessarily go to the member bank in 
payment of a rediscount. For instance, a member bank, 
when asking for a rediscount and creating a balance, may 
avail itself of that balance either by calling for currency that 
it may receive in the form of Federal Reserve notes, or it may 
check against that balance, in which event Federal Reserve 
notes might ultimately be paid out to other member banks. 
Also, under the interpretation of the act, the rediscounts made 
by one Federal Reserve bank for another Federal Reserve 
bank can be used as collateral for Federal Reserve notes; so 
that the Federal Reserve bank might issue Federal Reserve 
notes to its member banks where those member banks had not 
themselves rediscounted, the collateral security being paper 
rediscounted by member banks in other Federal Reserve dis- 
tricts. The practical working of the amendment of 1917 has 
been that all notes, drafts, and bankers’ acceptances received 
by the discount department of a Federal Reserve bank, 
whether these consist of rediscounts for their own member 
banks, rediscounts for other Federal Reserve banks, or bank- 
ers’ acceptances purchased in the open market, have at once 
been turned over to the Federal Reserve agents of the Federal 
Reserve banks as collateral for Federal Reserve notes. While 
the gold deposited with Federal Reserve agents has always 
been at least 40 per cent (and most of the time largely in ex- 
cess of that percentage) the amount turned over to the Fed- 
eral Reserve agents has been largely a matter of convenience 
— the result neither of any settled policy nor of compliance 
with statutory provisions, since the Federal Reserve Act does 
not specify where the refunded reserves shall be carried. The 
result is that the gold held by the Federal Reserve agents 
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varies to a wide extent, some Federal Reserve banks main- 
taining with their Federal Reserve agents only the 40 per cent 
gold reserve which they must carry somewhere, while others 
Federal Reserve banks maintain with their Federal Reserve 
agents an amount largely in excess of the actual notes issued. 
Inamuch as the reserve provisions of the act do not require 
the Federal Reserve bank itself to maintain two separate re- 
serves, one against its notes outstanding and the other against 
its deposit liability, the gold deposited with the agent and the 
gold and lawful money held by the bank itself have been com- 
bined for purposes of arriving at a single percentage against all 
liabilities, which is the figure customarily published. It would 
appear therefore that the Federal Reserve banks, save only 
as they do not discount or invest their funds, have no control 
of their note issues, the volume of issues being dependent upon 
the demands of their member banks for currency. If, as some 
maintain, the increase of this circulating medium is the cause 
of high prices rather than the high prices being the cause of 
an increased demand for these notes, some more adequate 
means of control than has yet been developed should be 


worked out. 
Freperic H. Curtiss. 
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RECENT BOOKS ON BUSINESS CYCLES! 


One of the clear results of the extraordinarily severe depres- 
sion of 1921 was the output of a large volume of literature on 
the subject of business cycles in their economic and social as- 
pects. In the last thirty years, only the crisis and depression 
of 1907-08 have been comparable with those of 1920-21 in 
severity. Following 1907, interest centered chiefly on the de- 
fects of our banking system; but with the Federal Reserve 
Act in operation in 1920, and with the basis for investigations 
broadened by the foundations that have been laid by investi- 
gations in the intervening period by such students as Wesley 
C. Mitchell, it is not surprising that the literature of the last 
three years has covered a much wider field than did that of 
fifteen years ago. 

The seven books which are here to be reviewed are for the 
most part utterly different in character and in scope, as well as 
in quality. The most significant of these books are Business 
Cycles and Unemployment and Waste in Industry. The latter, 
which, to be sure, does not treat of the business cycle as such, 
will concern us first. 

“The wastes revealed,” says the introduction, “are the re- 
sult of methods, tactics, practices and relationships of long 
standing in industry, and the committee has merely desired to 
indicate the main opportunities for eliminating waste and to 
show whose opportunity or responsibility it may be to adopt 
proper methods for such elimination.” Responsibilities are 

1. Business Cycles and Unemployment. Report and Recommendations of a Com- 
mittee of the President’s Conference on Unemployment. Pp. xl, 405. New York: Me- 
Graw-Hil] Book Company Inc., 1923. 

Waste in Industry. By the C ittee on Elimination of Waste in Industry of the 
Federated American Engineering Societies. Pp. vii, 409. New York: McGraw-Hill 
Book Company Inc., 1921. 

The Stabilization of Business. By Wesley C. Mitchell and others. Edited by Lionel 
D. Edie. Pp. xii, 400. New York: Macmillan Company, 1923. 

Risk and Risk-Bearing. By Charles O. Hardy. Pp. xix, 400. Chicago: The Univer- 
sity of Chicago Press, 1923. , 

Business Forecasting. By David F. Jordan. Pp. xv, 270. New York: Prentice-Hall 
Inc., 1921. 

The Trade Cycle. By F. Lavington, Lecturer in the University of Cambridge. Pp. 
113. London: P. S. King and Son, Ltd., 1922. 


The Riddle of Unemployment and Its Solution. By Charles Edward Pell. Pp. 217. 
London: Cecil Palmer, 1922. 
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assayed against management, labor and outside contracts, for 
four manufacturing trades, and for the printing and building 
industries. The results of the assays for the six industries 
“justify the following statement: Over 50 per cent of the re- 
sponsibility for these wastes can be placed at the door of man- 
agement, and less than 25 per cent at the door of labor, while 
the amount chargeable to outside contacts is least of all.” 
The study was made through the use of a questionnaire and 
field-report evaluations by engineers. There is a marked dif- 
ference in the waste “scores’”’ made by the different industries 
and by plants in the same industry. Against the men’s cloth- 
ing manufacturing industry were marked nearly 64 points out 
of a possible 100, while against the metal trades less than 29 
points were scored. The chief sources or causes of waste in the 
individual industries throw interesting light on the possibili- 
ties of eliminating or minimizing maladjustments in industry, 
whether cyclical or otherwise. 

In the men’s ready-made clothing industry, in which it is 
said that “the outstanding fact . . . is that it is alive from 
top to bottom,” the greatest amount of waste takes the form 
of seasonal shutdowns, at the root of which are the two factors 
of the failure of most shops to regularize employment by 
abandoning the sell-then-make policy, and the waste inherent 
in the manufacture of an unduly large number of models. To 
the tangible wastes are added industrial ill-will, which is char- 
acteristic of industries that are seasonal or in which irregular 
employment because of inefficient shop-planning is the rule. 
Furthermore, in the matter of outside contacts, where “can- 
cellations of sales orders are commonplace, everyday occur- 
rences . . . it is a common practice for manufacturers not 
only to oversell the dealers but to oversell their manufacturing 
capacities, make and deliver what they can and cancel the re- 
mainder of their orders.” 

In the boot and shoe industry, especially in recent years, 
and particularly in women’s shoes, the factor of variety of 
styles has aggravated seasonal influences. Buying by retailers 
is concentrated in two seasons, and with styles changing rap- 
idly, the retailer feels that he cannot afford to order far in ad- 
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vance. The results are obvious. Because of faulty control of 
production, “manufacturers estimate that the average shoe- 
maker spends only 65 per cent of his possible productive hours 
in work; 35 per cent of his time is spent in idleness.”” Internal 
plant congestion as well as seasonal variations of output bring 
this about. 

Contrasted with these two industries are the printing indus- 
try and the building industry, where work is in the form of 
jobs done strictly to order. Yet here, too, the great bulk of 
the blame for waste is put on the factor of management, altho 
in the printing industry labor, chiefly because its craft rules 
restrict flexibility of service, shares the blame to a consider- 
able extent. Emphasis is strong on the large amount of saving 
possible from standardization of product, in job, book and 
periodical printing; and one may question whether outside 
contacts might not bear a greater share of the blame for the 
lack of standardization than is placed against them. 

In the building industry, of course, the seasonal factor 
comes to mind at once and with it an abnormally large labor 
turnover. This industry also is a job industry, and differs 
from the printing industry in being neither of the factory type 
nor in general conducted in large-scale units. It is not sur- 
prising to find criticisms of the delays and wastes due to in- 
efficient planning of jobs and purchasing, and failure so to 
route materials that the men on the jobs can be continuously 
and productively employed. Building-union rules have per- 
haps gone to the worst extremes in bringing about inflexibility 
and wasteful use of labor. 

In the case of the metal trades, we have an industry turning 
out chiefly producers’ goods, and the principal causes of waste 
are connceted with shop organization and high labor turnover. 
In this industry, which is charged with the least waste, we 
find the greatest percentage of the waste blamed on the man- 
agement factor and the smallest charged to the labor factor. 
Finally, in the textile industry, outside contacts are given the 
greatest proportionate blame for such wastes as occur, and no 
details are given in the text as to the specific conditions in the 
industry. 
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This is an inadequate summary of some really interesting 
engineering studies which take virtually no account of the 
business cycle as such. No one, however, can approach the 
problem of the business cycle and its remedies without con- 
sidering the weaknesses and wastes in industry that aggravate 
the other stresses and strains which accumulate during busi- 
ness booms. Indeed, one feels that if the authors of Waste in 
Industry had taken more definite cognizance of the business 
cycle, they would have placed a greater share of responsibility 
for wastes on outside contacts than they did. 

In Business Cycles and Unemployment, on the other hand, 
— if there is any criticism to be made of this valuable book, — 
business “‘as is”’ is taken too much for granted, except in a few 
of the chapters, and cyclical phenomena tend to be treated as 
if they were superimposed on a structure which is inherently 
efficient except in its faculty of forecasting non-seasonal ups 
and downs. 

The volume consists of a report and recommendations of a 
committee of the late President Harding’s conference on un- 
employment, and an investigation made under the auspices of 
the National Bureau of Economic Research. The chapters 
which represent the investigation are divided into Part I, The 
Relation of Business Cycles to Unemployment; Part II, 
Cyclical Fluctuations in Unemployment; Part III, Proposed 
Remedies for Cyclical Unemployment. After emphasizing the 
need of business men for facts about their own industries and 
about industry in general, the Committee makes its recom- 
mendations for control of business cycles which, in the three 
fields of finance, production, and industrial relations, include 
(among other things) the control of credit expansion by banks 
and the possible control of inflation by the Federal Reserve 
System, control of private industries by individual business 
men, control of public and private construction at or near the 
peak of the business cycle, the increased construction of pub- 
lic works during depression, and the establishment of unem- 
ployment reserve funds and of a national system of employ- 
ment bureaus. 

Professor Wesley C. Mitchell opens Part I with a chapter on 
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business cycles, which is in the main a description of the cycle 
and of its phases and characteristic accompaniments — 
largely a précis of material in his well-known work on business 
cycles. Then comes a chapter by Dr. Frederick R. Macaulay, 
devoted to a brief summary, supported by the results of cer- 
tain questionnaires and the price and production histories of a 
number of important commodities, of the diversity of experi- 
ences of individual industries in the last business cycle. It is 
significant to note differences amounting to as much as about 
two years between the dates of occurrences of peaks and 
troughs in various industries. Clearly, there is no single busi- 
ness cycle running concurrently for all industries. Yet there is 
sufficient concurrence to make it feasible to describe certain 
years as those of depression and others as years of prosperity; 
and the third chapter, by Professors Mitchell and W. I. King, 
is an endeavor to measure the economic losses caused by 
business cycles by approximating “the difference between 
the production of goods or income in years of depression and 
production in years of moderate and of intense activity.” 
The authors come to the conclusion that there is a disparity 
of 15 or 20 per cent, or thereabouts, between the worst years 
and the best. 

In the section on cyclical fluctuations in employment are 
two chapters which represent exceptionally interesting pieces 
of statistical work. These are Professor W. A. Berridge’s 
chapter on “What the Present Statistics of Employment 
Show,” and Professor King’s chapter on “Changes in Em- 
ployment in the Principal Industrial Fields, January 1, 1920, 
to March 31, 1922.” Starting with the two facts that Ameri- 
can “unemployment figures fail to tell us the number of the 
unemployed,” and that there are no comprehensive figures of 
long standing on employment, Mr. Berridge proceeds to con- 
struct an index of employment that “will reflect changes in 
the relative intensity of unemployment between two points of 
time, without necessarily measuring the total volume of un- 
employment — or even the number of totally unemployed.” 
His indices of industrial employment show remarkable corre- 
lations with adjusted indices of general production and pig- 
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iron production, and link up well with the forecasting curve 
of the Harvard Committee on Economic Research. Mr. King 
endeavors to determine the decrease in employment between 
the date of the 1920 Federal Census and March 31, 1922; in 
other words, to measure absolutely for that period what Mr. 
Berridge seeks to measure relatively. The results of the study 
indicate, among other things, a diminution of about one-sixth 
in the total volume of employment in this country, between 
the peak of 1920 and the trough of 1921. The figure corre- 
sponds remarkably well with the figure cited above of a 15 to 
20 per cent difference between production in the best years of 
business cycles and the worst. Among other interesting facts 
adduced by Mr. King are that reduction of employment due 
to part-time work was confined mainly to a few fields, that the 
shift of workers from one industrial field to another was small, 
and that “small employers in general gave more steady 
employment than did large employers in the same industries.” 

Such are the statistical methods and tools brought to light 
in the first two parts of the book. Part III concerns itself with 
remedies for cyclical unemployment, and its keynote is stabili- 
zation. To the subject of finance is devoted one of the shortest 
chapters. Professor T. S. Adams notes some financial devices 
which have been suggested for controlling or mitigating the 
severity of business cycles, such as the adjusting of Federal 
Reserve discount rates, the raising of legal reserve require- 
ments against Federal Reserve notes and deposits, the stabili- 
zation of the dollar, and others. Mr. Adams does not give his 
approval to any or all of these plans as solving the problem. 
Beginning with the assertion that “the distinctive evil of the 
business cycle is due to the abuse or misuse of credit,’’ he ends 
with the statement that “the clearest duty of business man 
and banker is to assist in the development of more accurate 
cyclical statistics,” since “to anticipate the cycle is to neu- 
tralize it.” 

In the field of production Mr. N. I. Stone indicates some of 
the significant results in regularization of production and em- 
ployment that have been achieved by such concerns as the 
Dennison Manufacturing Co., the Hickey-Freeman Co. (Mr. 
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Stone’s organization), the Joseph & Feiss Co., and others. 
The methods which these concerns have used include manu- 
facturing to stock, inducing retailers to place orders well in ad- 
vance of delivery and to accept deliveries well in advance of 
sales, increasing development of staple lines, education of the 
retailer and the consumer to use of the products, and a high 
degree of interdepartmental coérdination and codperation. 
Perhaps the most significant remark in the chapter is the 
statement that the chief value of these methods, “apart from 
the immediate gain of steady operation of the plant, is that 
they develop the habit and the capacity for planning ahead. 
This is what constitutes the bed-rock foundation on which 
rests the entire technique of eliminating or reducing cyclical 
fluctuations in individual business enterprises.” 

Mr. Sanford E. Thompson, in a chapter on “Methods of 
Stabilizing Production and Distribution,” takes up similar 
questions from a more general point of view and with par- 
ticular reference to the post-war cycle, emphasizing the im- 
portance of business statistics and knowledge of economic 
principles, and numerous factors which have frequently been 
dealt with in articles and textbooks in this field. Following a 
brief chapter on “The Problem of Cancellation,” by Mr. 
Gilbert H. Montague, in which much of the blame for the can- 
cellation evil is placed on harsh sales contracts on the one 
hand, and over-eager sellers on the other, comes a chapter on 
the stabilization of the building industries, by Mr. Ernest S. 
Bradford. That part of the chapter which is devoted to meth- 
ods of stabilization consists almost entirely of extracts from, 
or abstracts of, statements by building interests, which relate 
rather to possibilities of stabilizing individual businesses than 
to stabilization of the industry as a whole, and relate to sea- 
sonal as well as to cyclical fluctuations. 

Dr. J. H. Parmelee’s chapter on the stabilizing of railway 
operations is concerned chiefly with statistics of railway ac- 
tivities in the three aspects of manufacture of transportation, 
employment of labor, and purchase of materials. Dr. Parme- 
lee emphasizes the fact that not only have the railroads little 
opportunity to control the amount of their product, but they 
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have had far from sufficient opportunity, because of the situa- 
tion of their finances, to plan and control construction pro- 
grams and purchases of equipment over a long period of time. 
He concludes that “assuming the continuance of private 
operation of the railroads, only the establishment of a stable 
policy of public regulation will furnish the railways with a 
financial basis that will enable them to plan for the future, 
and thus to stabilize railway employment and railway pur- 
chases.” 

The final chapter in this field is that of Mr. Otto T. Mallery 
on “The Long-Range Planning of Public Works.” The es- 
sence of this is the creation of a public-work reserve fund and 
the planning for years ahead of Federal, state, and municipal 
public works of all possible kinds. Mr. Mallery, whether be- 
cause of or in spite of his own experience in governmental 
work, is inclined on the whole to be rather optimistic about 
the possibility of smoothing out the business cycle through the 
agency of well-timed public works. 

There are four chapters in the field of industrial relations. 
The first, by Mr. Shelby M. Harrison, on the need of public 
employment offices, does not touch the question of business 
cycles. The second, by Dr. John B. Andrews, outlines the 
paucity and inadequacy of out-of-work benefits that have 
been provided by American trade unions. The third, by Pro- 
fessor Leo Wolman, on employment insurance, is concerned 
almost entirely with British experience before and after the 
war; and altho he does not feel that the experience of Eng- 
land proves that compulsory unemployment insurance is 
unworkable, he feels none too “sanguine over the probable 
effects of unemployment insurance, sound as it seems in prin- 
ciple. . . . Unemployment, likewise, will probably not be re- 
duced substantially through insurance if it is cheaper to pay 
the insurance premium than to take the measures necessary 
to reduce unemployment.”’ Miss Mary Van Kleeck pleads for 
more comprehensive and more prompt collection and distri- 
bution of statistics of employment, geographical and indus- 
trial, both by the Federal Government and by the states. 

The last two chapters of the volume present some of the 
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possibilities of using statistics as a means of control of busi- 
ness conditions. Dr. Oswald W. Knauth points out some of 
the specific statistical information that is available and de- 
scribes some of the statistical series and indices issued by such 
organizations as the Harvard Committee on Economic Re- 
search, Babson, Brookmire, Moody, and others. Mr. Knauth 
looks for progress in the building-up of our statistical equip- 
ment, but rather neglects the subject of progress in statistical 
technique; and it is of interest to note that at least two of the 
services whose statistical indices he describes have made sub- 
stantial revisions of their indices since he wrote. Much can be 
done in perfecting statistical technique and thus interpreting 
more intelligently the vast amount of business statistics, in- 
ternal and external, already at hand, even if no others become 
available for years to come. (It may be observed in passing 
that Mr. Knauth, in dealing with the work of the Harvard 
Committee, mentions only their index chart of money, busi- 
ness, and speculation, and says nothing about other work of 
the Committee, such as their indices of the volume of manu- 
facture and of employment.) The final chapter in the book 
represents the results of questions sent out by a committee of 
the Federated American Engineering Societies as to the meth- 
ods used by individual concerns to stabilize production and 
employment. One firm “cut employment to the quick and re- 
duced payroll” as its contribution to stabilization, and an- 
other resorted to “curtailment of research in dull times.” 
Such replies as this are pathetically humorous. The authors 
of this chapter conclude: “The investigation has revealed few 
indications of any organized or individual effort being made 
by American business enterprises to anticipate changes in 
business conditions. . . . The necessity for predicting and 
preparing for approaching changes in the major cycle and 
taking business advantage of them before the changes occur 
appears not yet to be recognized as a business principle.” 
The Stabilization of Business is a collection of chapters by 
nine authors. There is partial duplication of authorship (and 
of treatment) between this book and Business Cycles and Un- 
employment. The book adds little that is not in the volume 
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just mentioned or in other well-known works, altho, accord- 
ing to the preface, it “is an endeavor to make a useful contri- 
bution to the problem of control and stabilization”’ of business 
cycles. Professor Mitchell’s chapter is confessedly a “‘syn- 
thesis” of “numerous articles and addresses.” Then follows a 
chapter by Irving Fisher on “Stabilizing the Dollar,” which 
takes up 15 per cent of the space in the volume and is, of 
course, a synthesis. Professor Dixon contributes a chapter on 
“Transportation and the Business Cycle,” which, in the opin- 
ion of the reviewer, does not carry out well the distinction be- 
tween the stabilizing of the railroads’ own operations and the 
stabilization of industry in general through the working out of 
the roads’ problems. The chapter seems inadequate on the 
subject of the financing problems of the railroads, and it seems 
to assume a flexibility in railroad management which unhap- 
pily does not always exist. Professor Commons’s chapter on 
unemployment insurance, as one would expect, is one of the 
most interestingly written in the book. It is a plea for com- 
pulsory unemployment insurance as a means of stabilization; 
altho (to quote) “I do not say that unemployment insurance 
is alone enough to stabilize industry.”” Professor Edie himself 
has a chapter — the longest in the book — which is in good 
measure a synthesis of what others have said, there being, in 
76 pages, 44 quotations of at least three lines and not over one 
page in length. On page 241, Mr. Edie says, in regard to 
“normal” production, “it is also important to note that the 
concept of normal implies what is normal for different stages 
of the business cycle.” That is hardly what it implies to most 
statistical analysts and is certainly what it should not imply 
to one who would stabilize. 

Professor Seligman’s chapter, “International Problems in 
Business Stability,”’ is concerned, as it says, “primarily with 
calling attention to the fundamental elements in the reéstab- 
lishment of the international economic equilibrium.” It does 
not approach the problem of the maintenance of that equili- 
brium, and thus has an entirely different point of view from 
any other chapter in the book. Dr. J. B. Andrews contributes 
a brief discussion on the function of public works as an agency 
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of control, a subject in which he and the association of which 
he is secretary have been interested for many years. President 
Scott makes a plea for vocational guidance, education, and 
motivation in the field of human engineering toward more 
effective industrial processes. Finally, Henry Dennison re- 
tells the story that many of us have heard or read with so 
much interest, of ‘‘the applied technique of stabilization” in 
the Dennison organization. 

Professor Hardy’s book, Risk and Risk-bearing, whose title 
sounds like that of a volume on insurance, in fact deals spe- 
cifically in some of its chapters with various types of insur- 
ance, but devotes two chapters to the business cycle as an im- 
portant and typical form and cause of business risk and 
uncertainty. Four other chapters are concerned with invest- 
ments and speculation in securities, and two more to specula- 
tion in commodities and the function of hedging. There is a 
more or less conventional description of the business cycle, 
and the conclusion is reached (p. 82) that “the cycle is not 
merely a phenomenon of finance” but one of a “rhythm of 
over- and underproduction in the case of many important in- 
dustries.”” “Profit margins seem to result from, rather than 
to cause, the major changes in business activity.” Yet, on the 
other hand (p. 98), “the most valuable single indices of busi- 
ness conditions are found in the rates of interest, . . . partly 
because of the abundance and accuracy of the data, partly be- 
cause of the consistency with which changes in the money 
market precede changes in general business, and partly be- 
cause the part played by money-market conditions in causing 
changes in prosperity is great enough to make it possible to 
make allowance for exceptional conditions,” etc. 

Whether or not these statements are mutually consistent, 
and whatever the relative weight that Professor Hardy gives 
in his own mind to production and financial factors, in each of 
the sentences quoted there is a definite implication (but no 
more) of that important element in the situation, demand, 
consumption, utility. Professor Hardy’s treatment is lacking 
in an analysis or, as it seems to the reviewer, an adequate rec- 
ognition of the cycles, trends, and vagaries of demand. This 
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goes to the extent of even omitting to take account of the de- 
mand of “shorts” and their advantageous position in a period 
of liquidation, when, the author says, “what occurs is a season 
of testing by which the stronger firms gain at the expense of 
the weaker” (p. 69). One who has written so well as does Mr. 
Hardy, in subsequent chapters, of the characteristics and 
functions of speculation might have been expected at such a 
point as this to call attention also to the gains of bears at the 
expense of bulls, and not merely of bears operating on or 
through exchanges. The subjects of foreign demand and of 
the influence of foreign trade on demand and supply and of the 
cyclical bearing of international comparative costs are sim- 
ilarly neglected. 

Attention in passing may be called to the assertion on page 
137, in a discussion of the commission brokerage house, that 
“its chief income is the commission it obtains for executing 
trades.” The reviewer hopes that some day Mr. Hardy will 
have access to a broker’s books, to see how much money is 
made in the interest account. There are no other statements 
in the excellent chapters on speculation that seem to be quite 
as “detached” as that. 

It is difficult to do justice to Professor Jordan’s Business 
Forecasting in a short space. The reviewer does not know 
many books of equal size packed with so many facts, figures, 
tables, and charts, that are so uncritical, so inadequate in 
analysis, characterized by so much slipshod comment and in- 
accurate generalization. As aserious contribution to the sub- 
ject of business forecasting, it is of little value. The character 
of the book can best be brought out by some quotations: 


The farmers have a more inherent belief in the fundamental 
soundness of the country regardless of the sequence of good times 
and bad times, induced to no small extent by the inability to regulate 
production similarly as in the case of the industrial plants (p. 40). 

Alternate periods of prosperity and depression are money phe- 
nomena (p. 54); but (p. 52) Credit, i. e., commercial borrowing, 
never causes alternate periods of prosperity and depression. 

Agricultural productivity is the most important single factor 
which has influence over the trend of business conditions (p. 80). 
(Regardless of agricultural prices ?) 
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Industry should keep pace with agriculture, with conditions 
abroad, and with the money market (p. 93). 

Under normal conditions, commodity prices in general depend 
chiefly upon the prices of farm products which in turn depend upon 
the harvests (p. 116). 

The change in the rate of dividends [of the United States Steel 
Corporation] parallels closely the trend in general business conditions 
(p. 156). (This is ludicrously untrue.) 

Failures are usually most numerous in February because of insol- 
vencies arising from year-end settlements (p. 161, note). (January is 
normally the month of the greatest number of failures.) 

The operations of the Stock Exchange Clearing House, which 
started on April 26,1920. . . . (p. 190). (Of course the Stock Clear- 
ing Corporation is meant.) 

As long as the present policy of the reserve banks obtains, — that 
of using imports (of gold) to strengthen reserves, — a repetition of 
the war inflation of credit is impossible (p. 221). 

Prices on the commodity exchanges reflect an even more scientific 
study of future probabilities than do those on the stock exchanges. 
. .. Any lack of balance is most quickly appreciated on these ex- 
changes and finds almost immediate expression in current prices (p. 
233). (Just how it happened that bond prices began tumbling early 
in 1919 and stock prices later in the same year, while cotton sky- 
rocketed above 40 cents as late as June, 1920, is not explained.) 


Professor Jordan, who has written a work on investments, 
says not one word about bond prices as forecasters. He thinks 
copper prices are made on an exchange (see pp. 173 and 235), 
and that lake copper prices are the significant ones. He says 
(p. 174) that “it will be noted that metal prices lag behind 
those of agricultural products” — on the basis of comparisons 
of pig-iron and copper prices with seven agricultural prices, 
which show nothing of the sort as a generalization. 

In The Trade Cycle, Mr. Lavington has written a very read- 
able analysis of what he might have called the psychology of 
the trade cycle. It is a brief work of barely 100 pages and, as 
the author is honest enough to say, is “not the result of orig- 
inal research, but is based mainly on the views of a compara- 
tively small group of economists,” including Messrs. Mar- 
shall, Pigou, D. H. Robertson, and W. C. Mitchell. The work 
is an almost entirely a priori treatment of the phenomena of 
the cycle, or, at any rate, a treatment unsupported by statis- 
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tics or other data. It is impossible in a short review to do the 
book justice, but the central argument can be summarized as 
follows: 

The explanation of cyclical movements is to be found in 
modern specialized industrial organization. ‘The entre- 
preneur stands at the center of the economic organization, for 
under his control pass all the productive resources of the com- 
munity. . . . If his forecast of future conditions is an opti- 
mistic one, the producing group which he controls is now 
active, and the market for the products of other groups is im- 
proved; if his forecast is pessimistic, this producing group is 
now inactive, and the market of other groups is depressed (p. 
27). . . . Isit not probable, therefore (p. 28), that the key to 
the causes of business fluctuations lies in the mind of the en- 
trepreneur, in the influences which determine his confidence in 
the business future? It is this line of investigation which will 
be followed in the subsequent discussion.’”’ This, however 
(p. 29), “does not explain the periodicity of activity and 
depression”; the explanation coming from the tendency of 
confidence to rise or fall cumulatively, reinforced by the inter- 
dependence of business firms and the influence arising from 
the changes in the volume of effective purchasing power 
which, through the raising or lowering of price levels, em- 
phasizes conditions of confidence or depression. 

The thesis of the book is therefore that business confidence, 
working through prices, plays an all-important réle. The en- 
gineer in the cab of a locomotive certainly determines the 
speed of the engine by opening or closing the throttle and by 
releasing or jamming on the brakes. But underlying this 
statement are a dozen assumptions, such as the quality of his 
fuel, the quantity of water in the boiler, sufficiency of lubrica- 
tion, the efficiency and coédperation of his fireman, and the 
character of his load on the one hand and of the equipment, 
roadbed, curves, and grades on the other. Mr. Lavington 
mentions and to a greater or less extent discusses, but stresses 
far too little, the complicated problems of raw materials, la- 
bor, capital and credit, which are in part inherent in and in 
part extrinsic to the movements we call the business or trade 
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cycle. True, the author closes a description of a cycle with the 
admission (p. 92) “that this summary is too simple and too 
dogmatic’’; but he closes the book, writing in the autumn of 
1921, with these words, which show that Mr. Lavington, like 
certain students of the subject in this country, has what in 
popular parlance might be called the stable-dollar complex in 
the matter of business cycles: 


There seems to be a good case for deliberately restraining the rise 
in prices during the period of growing trade activity which sooner or 
later must come. During that period some rise in prices is probably 
both desirable and unavoidable. But a limitation imposed on the ex- 
tent of their rise, either by a further Treasury ruling removing a part 
of the potential expansion of note issue or a collective banking policy 
designed to limit the expansion of bank loans, could hardly fail to re- 
move part of the artificial stimulus to business which results from 
rising prices, thereby checking the excessive growth of business con- 
fidence and limiting both the extravagance of the boom and the in- 
tensity of its following period of depression. 


The Riddle of Employment and its Solution may be espe- 
cially recommended to instructors in elementary economics 
who are searching about for interesting specimens of doctrine 
to insert in examination papers for students’ criticism. Space 
permits the quotation of or reference to only a few of these. 
The nub of the argument is as follows. Falling prices cause a 
slump in trade, and not vice versa (see pp. 19, 216, 217). Prices 
fall because the credit ‘brake is jammed on hard (p. 60) when 
the economic wheel is whirling at full speed. The result is a 
sudden contraction of credit. Prices fall with disastrous swift- 
ness. Everybody stops buying and endeavors to sell... . 
The whole disastrous sequence is traceable to the fact that our 
currency system makes no provision for the expansion of 
credit in proportion to the increase in the output of goods.” 
Overproduction (p. 71) “means simply that credit is no longer 
being issued on a scale corresponding to the output of goods, 
with the result that prices fall.”’” “Our credit and currency 
system” is not “‘sanely organized.” ‘The simple rule (p. 109) 
is: When prices are rising, raise the bank rate; when prices 
are falling, lower the bank rate.”” (Gold may be dispensed 
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with in domestic trade.) ‘The policy sketched out in this 
work . . . will cost nothing to put into operation beyond the 
expenses of a few clerks and a competent statistician to calcu- 
late the index numbers; while the legal changes will be of the 
simplest. There is no risk whatever attending it and nothing 
but good can possibly come of it’’ (pp. 202, 203). 

“Tt is probable,” says the author in the opening sentence of 
the Appendix, “that criticisms of the views set forth in this 
work will consist mainly of assuming that they imply a reg- 
ular inverse correlation between the bank-rate and prices and 
in pointing out exceptions to this general rule.” In short, only 
mere economists are likely to quibble and split hairs on the 
solution offered to the riddle. But we wonder how sentences 
like the following sound to the Clyde, to Lancashire, and to 
British rubber interests: 


There is no reason why, given a healthily organized credit and cur- 
rency system, a crisis or depression abroad should materially affect 
prosperity and the state of employment in this country (p. 144). 

We see that the prosperity of our foreign trade is dependent on the 
prosperity of our home trade, and not vice versa (p. 149). 

While there have been occasional local gluts of particular com- 
modities, there has never heen a time in the history of the world 
when any primary commodity has been produced in quantities ex- 
ceeding the needs of the world (p. 75). 


Economists must be satisfied with passages like this (pp. 
152, 153): 


Even granting the adoption of an inconvertible paper currency 
and prices regulated to a given level by means of the bank-rate by all 
the leading commercial countries, gold will probably be still the best 
available standard of value for international purposes if it does not 
depreciate too much. . . . It will have nothing to do with fixing 
prices but will have its own index number, and its price will be regu- 
lated by supply and demand just like any other commodity. . . . A 
new par of exchange will have to be calculated between the various 
countries, but that is all. 


F. Ernest RIcHTER. 
New York Ciry. 
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ELASTICITY OF DEMAND AND THE 
COEFFICIENT OF CORRELATION 


In his discussion of ‘Some Effects on Certain Agricultural 
Products of Uniform Increases in Freight Rates,” in the issue 
of this Journal for August 1922, Mr. Roland Vaile makes use 
of the coefficient of correlation and of the coefficient of elasti- 
city in a way that should not pass unchallenged. 

He says (pp. 722-723): “The demand for any particular 
agricultural product is usually quite inelastic. This has been 
markedly tie case with California oranges, for whenever the 
yield has been heavy the price has been low.” To prove his 
point that the demand for oranges is inelastic, he correlates 
the percentage deviations of the yields “from an eight-year 
average, 1913-14 to 1920-21,” with the corresponding devia- 
tions of orange prices from the average price, and obtains a 
coefficient of correlation of —.91. The high inverse correla- 
tion is taken by Mr. Vaile to be indicative of an inelastic de- 
mand. 

Now there is no necessary connection between the coeffi- 
cient of correlation and the elasticity of demand. The former 
measures the intensity of relationship between two variates, 
and any value for the correlation between quantity demanded 
and price paid is perfectly compatible with an elastic or 
inelastic demand. 

The coefficient of elasticity is defined as the ratio of the rela- 
tive change in the amount demanded to the relative change in 
price, when the changes are small; or, in mathematical sym- 


bols, as 
dx /dy 
2 /% 
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where z stands for the quantity demanded, y for the price, and 
y = ¢(x). It is, therefore, useless to talk of elasticity or in- 
elasticity, unless one knows what ¢(z) is, that is, unless one 
has the demand curve. 

Let us assume that the law of demand of our commodity 
may, within the limits of observation, be represented by the 
straight line 

3 Y = mX + 6 (2) 


where X stands, not for the actual quantity demanded, but 
for the ratio of the actual quantity demanded to the normal 
demand, and Y stands, not for the actual price, but for the 
ratio of the actual price to the normal price; “normal’’ de- 
mand and “normal” price being determined by approved 
statistical methods, and not by deviations from an “eight- 
year average.’’ Then the coefficient of elasticity, e, when the 
demand is “normal,” that is, at the point X = 1, Y = 1, is 


dX 1/dX 1. 
qY¥~ /% =16 


or, the coefficient of elasticity varies inversely as the slope of 





the line of regression (our demand curve). If . > 1 (.e., if 


m <1), the demand is elastic; if “ <1 (i.e. if m> 1), the 
demand is inelastic.! 
But the slope, m, is equal to r = where r is the coefficient 
x 
of correlation between the quantity demanded and price, and 


@y and ¢y are the standard deviations of prices and quan- 
tities, respectively. Hence (3) may be written as 


= Sy 
e=1/r = (3A) 


It follows, therefore, that when r is in the neighborhood of 
1, the demand will be elastic or inelastic (7. e., > or < 1), ac- 


1. See H. L. Moore, “Elasticity of Demand and Flexibility of Prices,” in the 
Journal! of the American Statistical Association, March 1922. 
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cording as ox > or < @y; that is, according as the quantity 
demanded is more or less variable than the price. 

Mr. Vaile does not give the data upon which his computa- 
tions are based, and it is therefore impossible to tell whether 
the demand for oranges is elastic or inelastic.? 

Granting, however, that the demand for oranges is inelastic, 
as Mr. Vaile claims, and waiving all objections to his data and 
statistical methods, how can he justify the conclusion which 
he draws from the inelastic demand? He says (p. 723): “This 
behavior strongly suggests that any attempt to raise orange 
prices to cover the increased freight charges would lead the 
consumer to substitute locally grown apples or something else 
for oranges.’’ That would be more true of an elastic demand! 

Finally, one must suspect that the positive correlation 
which Mr. Vaile obtains between the yield and price of beans 
during the eight seasons from 1913-14 to 1920-22 is due either 
to wrong statistical procedure, such as failure properly to 
eliminate the secular trend, and to allow for any “lag” that 
may exist, or to the unrepresentative character of the data. 


Henry ScuHvutrtz. 


INSTITUTE OF EcoNoMIcs, 
Wasuineron, D.C. 





Mr. Schultz raises two different questions. One of them is 
whether the coefficient of correlation between supply and 
price can be used as an index of elasticity of demand; the sec- 
ond is whether my conclusion regarding the elasticity of the 
demand is in accordance with the facts presented. 

I accept absolutely the second criticism and I am confident 
the word “inelastic” as used at the top of page 723 of my 
paper is a typographical error, altho I do not have at hand the 
original manuscript. Certainly the discussion both preceding 
and following has to do with an elastic rather than an inelastic 
demand. 

The point which I attempted to make was that, as the sup- 


2. Assuming that the paucity of his data, and the abnormal! period to which they 
relate, would stil! warrant trustworthy conclusions. 
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ply of oranges increased, the price fell off rapidly, and that it 
was impossible to increase the price during times of constant 
demand. 

In reference to Mr. Schultz’s first point, I feel that the facts 
presented in connection with the correlation coefficient are 
sufficient to justify the suggestion that “any attempt to raise 
the orange prices to cover the increased freight charges would 
lead the consumer to substitute locally grown apples, or 
something else, for oranges.”” The fact that the standard de- 
viation of yields and the standard deviation of prices are 
so nearly equal and are both high, would mean that Mr. 
Schultz’s coefficient of elasticity would be very nearly identical 
with my coefficient of correlation. 

One measure of the elasticity of demand is its sensitiveness 
to changes in the price as a result of changes in quantity of the 
product. It appears to me that the correlation coefficient, to- 
gether with the two standard deviations, is a satisfactory 
measure of elasticity in this case. 

I can quite recognize the validity of Mr. Schultz’s sugges- 
tion that an eight-year period is not sufficiently long to estab- 
lish either normal demand or normal price. At the time that I 
wrote the article I did not have the figures for earlier years at 
hand; but I find that it makes no important difference what 
base line one takes nor how long a period out of the past 
twenty-five years one selects for this particular study. The 
reactions are essentially the same when one allows for the 
trend of increase in production of citrus fruits. 


Rouanp §S. VAILE. 


UNIVERSITY OF MINNESOTA, 
Scuoou or BusINEss. 
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A CONTRIBUTION TO THE STUDY OF 
COST CURVES 


In the publications of the Bureau of Business Research of 
Northwestern University,' Professor Horace Secrist makes a 
noteworthy contribution to a subject which has been under 
discussion by several writers in the columns of this Journal: 
namely, the variations in costs at the hands of the several pro- 
ducers of a given article and the significance of these varia- 
tions. The phenomenon of differential costs appears widely, 
almost universally; and this not only in the “extractive” in- 
dustries, with which it was particularly associated by the 
older “‘classical”’ school, but in manufacturing and merchan- 
dizing industries as well. It is to the last-mentioned class — 
the merchandizing of goods — that Professor Secrist directs 
attention. He has had occasion to investigate the retail cloth- 
ing trade, in the work done for the National Association of Re- 
tail Clothiers by the Bureau of Business Research of North- 
western University; and happily he has turned the results of 
his investigations to account on questions of economic theory. 
It is of good omen both for economics and for business that 
business associations find it worth while to secure for the con- 
sideration of their problems highly-trained economists, and 
that the data so gathered are utilized for the illustration and 
advancement of general economic analysis. 

The retail clothing industry is in some respects particularly 
instructive for the problem of differential costs. It is com- 
pletely and absolutely competitive. Further, it is carried on 
by all sorts and kinds of business units, big and little, scat- 
tered all over the country, in the greatest cities and in the 
smallest towns. Last, not least, the measurement of costs is 
particularly easy: it is simply a matter of the ratio of expenses 
to sales. Given the same accounting methods — and this 
much was assured as completely as could be anywhere pos- 

1. Competition in the Retail Distribution of Clothing: A Study of Expense or 


“Supply” Curves. By Horace Secrist. Bureau of Business Research, Northwestern 
University, Chicago. Series II, No.8. Price $1. 
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sible — and it can be inferred from the expense ratio whether 
a store is doing its business at high cost or at low cost. If one 
sells its goods at an expense of $20 for each $100 of goods sold, 
another for $19 per $100, the second clearly has the lower 
cost. And lower cost means not only higher business effi- 
ciency, but higher economic efficiency as well. As regards the 
type of persons employed and the wages bill, the same char- 
acteristics run through the industry so completely that lower 
expense in any series of stores cannot be ascribed to ‘‘exploita- 
tion” of the workers; it must be due to some other cause. 

It is unnecessary to reproduce here the details of the results 
reached by Professor Secrist or to describe his statistical meth- 
ods. The interested reader will turn for himself to the pages of 
the Bulletin. It is enough to say that the analysis has been 
carried out with the exactness and refinement of the best 
statistical practice, and that its technique is of high interest 
and value. The outstanding results for the economist, are, 
first, that the existence of the phenomenon of differing costs is 
amply confirmed; second, that a contribution to understand- 
ing it is made by following the cost figures of individual firms 
through a period of five years. 

The cost curve, to repeat, is not consonant with the notion 
of constant (uniform) cost. In whatever way the figures are 
considered, it appears that some stores do work at small ex- 
pense ratios; some at larger or moderate ratios; some at very 
high ones. Whether the figures are arranged according to the 
size of the stores or according to their location, the result is the 
same. It persists when all the stores taken together are con- 
sidered ; and when the figures for all are charted for five years, 
the lines for the several years being superimposed, the trend 
remains the same. 

Moreover, the curve has not only a positive inclination, but 
the same shape, whichever way the figures are put together. 
In every analysis it appears that a few establishments have 
exceptionally low costs; a larger proportion have moderate 
costs, which, while not uniform, yet show no marked diver- 
gence from the mode; at the further end, there are again a few 
establishments with costs exceptionally high. The general 
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situation thus suggested is that there is (at the mode) a “‘rep- 
resentative firm,’’ from whose costs and efficiency most of the 
businesses do not greatly diverge. A few units have very low 
costs, that is, very high efficiency. A few at the other ex- 
treme have costs so high that they may be regarded as in 
course of disappearing; they belong to the flotsam and jetsam 
of economic life, and are no part of its normal or continuing 
structure, — negligible for most purposes of economic theory. 

Next, as regards the cost figures of the individual firms, the 
results are still more instructive. On the whole, they confirm 
the view that an individual firm whose cost is low in one year 
remains in that position throughout; they suggest the ex- 
planation on the ground of differences in managing ability. 

The investigation of the positions of the individual firms 
disclosed two tendencies: one, for a firm whose cost differed 
from the average, to revert to that average; the other, for it to 
retain permanently (that is for the whole five-year period) its 
exceptional position. Evidently if the first tendency were the 
stronger — if a firm whose costs were low in one year showed 
higher costs in the second year and again higher in the third or 
fourth — the inference would be that the deviations were due 
to irregular and accidental causes. They would be evened 
out in course of time, and over a considerable period would 
disappear. Over a five-year period they would almost cer- 
tainly be very much evened out. If, however, the second 
tendency is the stronger, the inference must be different. Ifa 
firm whose costs are low in one year, notwithstanding a partial 
reversion toward the average or mode, still shows a distinctly 
lower cost throughout, it follows that some permanent factor 
predominates and causes it to retain its advantageous posi- 
tion. 

It is this sort of situation — a minor tendency to revert to 
the average, but a stronger and predominant tendency to per- 
sist in a divergent position — which Professor Secrist finds. 
Stated in statistical language, “the positions of stores on ex- 
pense curves in a given year are positively correlated with 
their positions in subsequent years.”’ The accidents and irreg- 
ularities of business enterprise account in part for the position 
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of a firm in the cost schedule; but none the less there is a 
cause at work which keeps it steadily in a given sector, and 
more particularly keeps the low-cost firms steadily in the low- 
cost region. Presumably the cause at work is a difference in 
managing ability. The general result then is to point to the 
existence — in a certain range of business operations — of a 
representative firm and of a normal price-determining cost; 
and also of a set of firms with costs below the normal and with 
a differential gain analogous to economic rent. 

A word or two of caution may be added. The cost curves 
are constructed on the basis of number of firms, not on that of 
quantity of output (sales). In laying them out, each firm 
counted as one, irrespective whether it did a large or a small 
business. The slope of the curves would presumably be dif- 
ferent if they were constructed as supply curves. It is by no 
means certain, however, that the difference would be con- 
siderable; on the contrary, the indications are, as Professor 
Secrist informs me, that it would be slight. It should be 
said also that no attempt is made to compare cost with price. 
The price of retail service would be indicated by the “‘spread”’ 
per $100 of goods between wholesale and retail price; just 
as cost is the “expense” per $100 of goods. There would be 
no small interest in a comparison of expense with spread; 
that is, of cost with price. 

Not long ago, in the Economic Journal, there was an in- 
teresting discussion between Professors Clapham and Pigou 
on “empty economic boxes.”? I confess to being struck by 
the former’s contention that too many of our concepts and 
propositions are in vacuo and that we are but ill informed 
about the way in which the facts of economic life fit into them. 
But the rapid accumulation of statistical data and their anal- 
ysis by the best statistical methods are putting more and more 
into our empty boxes; and I am convinced that this is one of 
the most promising steps for the advancement of economic 
science. Such a step Professor Secrist has taken. 

F. W. Taussia. 

HARVARD UNIVERSITY. 


2. See the Economic Journal for September and December 1922. 
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BANK LOSSES; AN ILLUSTRATIVE CASE 


[The note here printed, while not signed by its writer, reaches us from a 
source which is above suspicion. The figures will be of interest to stu- 
dents of money and banking. — Tae Eprrors.] 


Because bank losses are never published, a short tabulation 
of the losses experienced by even one bank may be of some in- 
terest. The bank referred to in this note shows seven million 
dollars assets and a daily turnover of about half a million dol- 
lars. It is situated in the outlying district of Chicago. The 
traditional secrecy of the banking profession prevents dis- 
closure of the name. 

To begin with, our heaviest loss, uncollectible loans, 
amounted to approximately seventeen thousand dollars dur- 
ing the period from April 1, 1921 to September, 1923. As 
commercial loans averaged three million dollars, this loss may 
be placed at one half of one per cent of the loans. 

Somewhat akin to bad notes are overdrafts written off, 
Loss on that account for the twenty-two months from Decem- 
ber 1, 1921 to September 1, 1923, totaled five hundred seventy 
dollars. This sum is a minute percentage of the checking ac- 
count average — one million eight hundred thousand dollars. 

During the same period checks cashed by us, sent to other 
banks but returned to us unpaid and marked “not sufficient 
funds,” “payment stopped,” or “account closed,” which we 
could not collect from endorsers, amounted in all to five hun- 
dred twenty-five dollars. 

More costly than the occasional slips of the careless cus- 
tomer are the “No Account” checks of the bank criminals. 
They are so successful in tiding over a lean month or a period 
of seasonal police activity, that thousands of their worthless 
checks are launched every year. Usually some hotel or de- 
partment store is the loser; not always, however, as witnessed 
by our one-thousand-and-eight-dollar loss. One hundred dol- 
lars was retrieved by expensive detective action. 
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This method of raising money is so easily employed that the 
counterfeiters’ art is passing. We have encountered no coun- 
terfeits recently, altho we lost sixty-two dollars on account of 
cleverly raised bills. The most insidious of all bank crooks, 
the forger, was paid twenty-nine hundred sixty-nine dollars by 
this bank during the twenty-two-months period. Of this total, 
costly detective service and insurance retrieved eight hun- 
dred twenty-six dollars. The forgeries numbered twenty-four. 
The amount chosen is either twenty-five or seventy-five dol- 
lars. 

The following figures summarize the losses from all sources, 
and show their relation to the other operations of the bank. 








ea airs koe e eden ewe We een eee $570 
Checks returned to us (N.S. F.; Act. Closed; Stop 
Ri a, eo sich tals bie alata e(aie do. 6.6 525 
Forged signature and endorsement............. 2143 
Checks returned ‘‘No Account”............... 907 
EE eT eee 12 
an 62 
Bonds stolen by employees.................... 1250 
Difference Account loss. ...................... 2200 
Total loss — except bad loans........... $7,670 (x) $7,670 
NOI sis dul adaoancWesaceeaeae nes (y) 17,000 
Expense necessitated by special protection for 22 months. 
Armed guards for currency shipments... .... $4,410 
Insurance against forgery................. 1,000 
Insurance against embezzlement, robbery.... 5,794 
Insurance against mail theft............... 100 
Donations to police. ..... 0... c cece ccceess 250 
Total extraordinary expense............. $11,554 (z) $11,554 
Gross income during 22-month period........... $490,676 


Total loss (x) represents 1.56 per cent of gross income. 
Loans written off (y) is 3.47 per cent of gross income. 
Total extraordinary expense (z) is 2.35 per cent of gross income. 


Grand total of losses, (x) + (y) + (z) = 7.38 per 
Ce ee $36,224 
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